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By GEORGE 


r sae agonized cry for simplification of the income 
tax which has spread from coast to coast and 
from the bottom to the very topmost bracket of 

taxpayers has been suspected of being a malingering 
answer to the demand for higher taxes. It is, on the 
contrary, the natural reaction to the torturing and 
ever-growing cancer which the income tax law has 
become in the national body. But it neither reveals 
the cause nor points to the cure. It is a blind though 
honest cry of distress which can become less the force 
toward correction and relief than the vicarious imple- 
ment of iniquity. 

Indeed, the income tax law is complex. It has been 
hinted that the problem is largely one of draftsman- 
ship. On that point it is the forms on which the report 
and determination of tax are made which have been 
the subject of attack. But those forms necessarily 
reflect the law. Since they must provide as nearly as 
possible for all taxpayers, they cannot be limited to 
the average case. Lines or schedules must be con- 
tained for every situation of frequent occurrence. As 
a result, the forms appear especially formidable to the 
taxpayer with a simple case. But compared to the law, 
the forms provided by the Treasury Department are 
a work of simplifying art. Even if the problem of sim- 
plification lies to any extent in draftsmanship, it is 
not the forms but the law which must be criticized. 

Turning to the law in this respect, the charge of a 
failure of draftsmanship is not easy to sustain. A long 
and involved sentence may well often reflect but a 
labored style or the stratospheric intelligence and 
conceit of the draftsman. But if there is a large num- 
ber of factors involved the sentence can be simplified 
only by greatly expanding the statement of the pro- 
vision and blotting out any relation of its effect to its 
purpose. Take, for example, the penalty provision for 
underestimate of estimated tax. The provision is 
important. That no part of it is given effect on a return 
or declaration is of no moment. Every taxpayer filing 
a declaration of estimated tax must know his margin 
for error. The first sentence of that provision reads 
as follows: 


“Tf 80 per centum of the tax (determined without regard 
to the credits under sections 32, 35, and 466 (e)), in the case 
of individuals other than farmers exercising an election under 
section 60 (a), or 6624 per centum of such tax so determined 
in the case of such farmers, exceeds the estimated tax (in- 
creased by such credits), there shall be added to the tax an 
amount equal to such excess, or equal to 6 per centum of the 
amount by which such tax so determined exceeds the esti- 
mated tax so increased, whichever is the lesser.” 


This has in published suggestions been restated in 
somewhat the following style: 


1. Compute the tax without deducting the credit 
for tax withheld at the source on tax-free cove- 





71, R. C., § 294(d)(2), added by the Revenue Act of 1943 in lieu of 
prior section 294(a)(5). 
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nant bonds, or the credit for tax withheld on 
wages by the employer. 
2. Take 4/5 of the result. 


3. Take the estimated tax and add to it the same 
credits as are referred to under item 1 above. 

4. If item 3 is smaller than item 2, a penalty must 
be added to the tax. Determine the penalty as 
follows: 

a. Deduct item 3 from item 2. 

b. Deduct item 3 from item 1 and take 6 per cent 
of the result. 

c. The result in a or b, whichever is smaller, is 
the amount of the penalty. 

5. In the case of farmers electing to file their esti- 
mates on December 15, substitute 2/3 for 4/5 in 
item 2. 

The result of such a restatement may be simplicity, 
but it considerably expands the text of the law and at 
the same time completely hides its meaning. Such a 
restatement is the function of illustration, not of the 
text of the law. 


The second sentence of the provision for underesti- 
mate of estimated tax is perhaps still more complex. 
It reads as follows: 

. .“This paragraph shall not apply to the taxable year in 
which falls the death of the taxpayer, nor, under regulations 
prescribed by the Commissioner with the approval of the 
Secretary, shall it apply to the taxable year in which the 
taxpayer makes a timely payment of estimated tax within or 
before each quarter (excluding, in case the taxable year begins 
in 1943, any quarter beginning prior to July 1, 1943) of such 
year (or in the case of farmers exercising an "election under 
section 60 (a), within the last quarter) in an amount at least 
as great as though computed (under such regulations) on the 
basis of the taxpayer’s status with respect to the personal 
exemption and credit for dependents on the date of the filing 
of the declaration for such taxable year (or in the case of any 
such farmer, or in case the fifteenth day of the third month 
of the taxable year occurs after July 1, on July 1 of the taxable 
year) but otherwise on the basis of the facts shown on his 
return for the preceding taxable year.” 


Stripped of its parenthetical asides this sentence is not 
unduly complex. In substance it excuses a taxpayer 
who has underestimated his estimated tax if he made 
his estimate on the basis of the preceding year’s re- 
turn. As it is, however, it is not exactly easy reading. 
If it were simplified in the manner indicated above 
with respect to the first sentence a whole page would 
be required and the meaning of the sentence would be 
hidden by the resulting dilution even more effectively 
than by its present complexity. It is not the drafts- 


manship which is bad but the law it is intended to 
express. 


Taking the entire provision on penalty for under- 
estimate of estimated tax, the chief complicating ele- 
ments are as follows: 

1. Credit for taxes withheld on tax-free covenant 


bonds (section 32 of the Code). 
2. Fiscal years. 
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. Regulations. 

4. The mid-year change in 1943 to the pay-as-you- 

go basis, resulting in the exclusion of “any 
quarter beginning prior to July 1, 1943”. 

5. Changes in the taxpayer’s status with respect to 

personal exemption and credit for dependents. 

6. Farmers. 

Perhaps the reference to the regulations can be 
avoided by a rephrasing of the provision. Perhaps the 
reference to “any quarter beginning prior to July 1, 
1943” can be simply omitted without changing the 
meaning of the provision. But the remaining four 
complicating elements are distinct points of law. 
Either they were thought necessary because of other, 
prior provisions of the revenue law, or they were 
newly intended by the Congressional committees. 
Whether they are justified or not is another matter. 

With respect to tax-free covenant bonds the pres- 
ent withholding provisions apply only to such bonds 
issued before January 1, 1934. Since, moreover, decla- 
rations of estimated tax are not required of nonresident 
aliens, with very limited exceptions, the withholding 
rate involved is only 2 per cent. Furthermore, it is 
demonstrable that if in computing the underestimate 
of estimated tax the credit for taxes withheld on tax- 
free covenant bonds were not added back the under- 
estimate would be greater by 20 per cent of the amount 
of the credit, or .4 of one per cent of the interest on 
such bonds, or .02 of one per cent of the amount of 
such bonds held assuming that they are 5% bonds. 
The effect of the adjustment adding back the credit 
is thus precisely computable; it is slight; and it is in 
favor of the holders of the bonds. 

Such an extreme refinement in favor of the holders 
of tax-free covenant bonds is not easy to justify. In 
the first place, the withholding itself is simply an in- 
trusion by the Federal Government into private bar- 
gains made long ago, for the purpose of carrying out 
their intent with respect to payment by the obligor 
of taxes on the obligee. Every contract made antici- 
pates certain tax effects. Is it the function of the 
Federal Government to see that those effects are pre- 
cisely realized? Of course, stability in taxation is an 
aid to business dealings. But in the case of such long- 
term contracts as corporate bonds, either they must 
take the risk of substantial changes in the tax laws, 
or the tax structure must be frozen with respect to 
them for forty or fifty years. Even though the federal 
revenue is not thereby diminished there is no reason 
why the Internal Revenue Code should be perma- 
nently cluttered up and its provisions forever entangled 
by clauses whose sole function is to carry out the 
terms of private bargains. 

In the second place, if there must be withholding 
at the source on tax-free covenant bonds, the holders 
of such bonds who are required to file declarations of 
estimated tax can take the credit for taxes withheld at 
the source into account in making their estimates. 
Apparently they are well able to afford counsel for 
the purpose. Certainly if their estimates are off be- 
cause they failed to take that factor into account, they 
can afford to pay a penalty of only .02 of one per cent 
of the amount of such bonds held by them. Must the 
millions of other taxpayers and their already over- 
burdened experts, real and otherwise, rack their brains 
by tracing into section 32 and thence into sections 143 
and 144 in order to make sure that they are not affected 
by the reference to that credit in section 294 (d) (2)? 
_ Fiscal-year individuals stand upon but little better 
tooting. If the fifteenth day of the third month of their 
taxable year occurs after July 1—and that can only 
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happen in the case of taxpayers on a fiscal year basis, 
or taxpayers changing from or to a fiscal year basis— 
the determination of personal exemption and credit for 
dependents referred to in the statutory provision 
above quoted must be made as of July 1. There are, 
comparatively, only a handful of such fiscal-year in- 
dividuals. Yet the law has to writhe and twist because 
of them. Many individuals while taxes are on the 
rising stretch change over to fiscal years in order to 
postpone the impact of an impending increase. There 
may, indeed, be individuals whose income is more 
clearly reflected on a fiscal basis. Such would be in- 
dividuals engaged in manufacturing or merchandising 
whose inventories are at a high point at the close of 
the calendar year. But they are altogether too few 
to warrant the knots in the law which the fiscal-year 
provisions cause. Certainly that is the case of the 
particular knot occasioned by fiscal years in the pro- 
vision quoted above. The difference in tax resulting 
from marriage, separation, or a change in the number 
of dependents is not so great as to warrant special 
treatment of fiscal-year individuals in the matter of 
estimated tax. The special treatment, it is true, en- 
ables them to pick their status on the same date as is 
used in the final computation of tax, and the result 
will be as often in favor of the revenue as it will be in 
favor of the taxpayer. But this advantage hardly 
warrants the complexity which it adds to a provision 
which must be understood not only by fiscal-year tax- 
payers but by all the taxpayers required to file decla- 
rations of estimated tax. It would not be amiss to 
deny the fiscal-year privilege to individuals entirely. 
In any case, they should not be given special treatment 
where the issue is so small. Or as a last resort all of 
the clauses pertaining to fiscal-year individuals ought 
to be segregated into a separate subchapter in the 
Code. If they must cause trouble let them stew in it 
by themselves and leave the millions satisfied with the 
calendar year alone. 

Now as to the issue which caused their special treat- 
ment in the statutory provision above quoted, that is, 
the requirement of taking into account a change in 
personal exemption and credit for dependents. That 
requirement is part of the sentence under which the 
taxpayer is saved from a penalty for underestimate 
if he bases his estimate on his prior year’s return. 
After all he is only making an estimate. Except in 
the case of farmers and also taxpayers with fiscal years 
beginning after April, the date as of which the new 
status must be determined precedes the date which 
governs the status applicable in the final computation 
of tax. Between those two dates anything can happen 
in this modern world—marriage, divorce, twins, et 
cetera. The result is that the new status used in con- 
nection with the estimated tax is just another estimate. 
If one is only going to guess his income for the year 


[Continued on page 183] 





Mr. Altman is an 
Attorney and Certified 
Public Accountant in 

Los Angeles, California. 
























































































































































































































































































































































































































































































































































































































MONG the several 

ways in which the 

simplification of a 
tax system can come about, 
three are very popular at 
present: (1) Reducing the 
number of persons who 
must file returns; (2) re- 
ducing the number of 
forms which must be filed; 
and (3) reducing the num- 
ber of questions and com- 
putations on a given form. 
The first two are fre- 
quently identical although 
not necessarily so since it often happens, especially in 
the case of business, that several forms may be re- 
quired in connection with a single tax. On the 
other hand, a skillful use of exemptions may reduce 
the number of persons compelled to file returns but 
not make any change in the number of forms. 

Ohio’s effort toward simplification has largely taken 
place since 1931. In 1851, this state wrote the general 
property tax, together with the “uniform rule” into 
its Constitution. Although the statutes were amended, 
revised and extended from time to time there was no 
substantive change from 1851 to 1929. 


During the three-quarters of a century noted above, 
the State of Ohio changed from an almost purely 
agrarian economy to an extremely industrialized and 
commercialized one, with a highly concentrated urban 
population. The concept of property which was rela- 
tively simple in 1850 had become exceedingly complex 
by 1925. Almost every adult in the former year held 
some land or other tangible property while the cor- 
poration, with its intangible securities, was practically 
unknown to Ohioans. By 1925, the various forms of 
intangible personal property had become legion. In 
spite of this change Ohio continued to insist that prop- 
erty was homogeneous. By an amendment to the 
Constitution ratified by the electorate in 1929, the 
change that had taken place during the preceding 
seventy-five years was recognized. It was now possible 
to classify all property except real estate. 


As a result of the new permissive Classification 
Amendment, the Eighty-Ninth (1931) General As- 
sembly proceeded to rewrite the law relating to the 
taxation of property. Several forms of property 
which were extremely troublesome and _ irritating 
both to taxpayers and to tax administrators were 
either exempted altogether or taxed in some other 
way which, it was hoped, would be more satisfactory 
to all concerned. In several instances the assessment 
procedure was changed which facilitated tax adminis- 
tration and, at the same time, burdened fewer tax- 
payers. 

A few examples of these situations may not be out 
of place. Under the old uniform rule, household goods 
were taxable but, under the Classification Act, they 
were exempted from taxation. Obviously, there were 
many taxpayers whose only property consisted of 
such goods and, therefore, were no longer compelled 
to file returns. Until 1932, all owners of automobiles, 
of whom there were over one and one-half million, 
were compelled to include the value of their cars in 
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TAX SIMPLIFICATION IN OHIO 


By L. EDWIN SMART 


TAX SIMPLIFICATION IN /9'3/ 





A decrease of 45% in number of returns filed was experienced 
after “tax law simplification.” 


their personal property 
returns. Beginning in 
that year, autos were re- 
moved from the tax rolls 
although the charge for 
the license was materially 
increased. Formerly, the 
deposit in any bank held 
by an individual or firm 
must be reported by the 
individual or firm. Under 
present law, such depos- 
its are reported by and 
assessed against the bank 
holding them but the 
bank may charge it against the depositor’s account. 
All of these examples indicate how it is possible for 
the individual taxpayer to be relieved of the burden of 
making returns. In many instances, such as bank de- 
posits, it has resulted in an enormous increase in the 
tax base. 

Some indication of the relief—not in tax dollars but 
in making returns—which came to the taxpayer is 
shown by the change in the number of personal prop- 
erty tax returns over a period of years. In 1915, in- 
dividuals and corporations filed over 865,000 returns; 
in 1920, this had risen to nearly 932,000; five years 
later it reached almost 1,141,000; and by 1930, the fig- 
ure of 1,160,233 was attained. Although no exact 
count has been made of the number of personal 
property tax returns since 1930, it is known that, in 
1932, the number was less than 610,000 which repre- 
sents a decrease of more than 45 per cent. 

There was, however, another side to this picture. 
While the number of persons making returns de- 
creased under the Act of 1931, the number of forms 
materially increased. Mr. John S. Edwards, Assistant 
Tax Commissioner, and a Member of the Tax Com- 
mission in 1931, which was responsible for putting 
the new law into effect, has made an excellent state- 
ment regarding the situation at that time. He writes: 

“Perhaps, it was to be expected that the then Tax Com- 
mission, which was to administer the new tax law, would be 
over-zealous in providing a multiplicity of new tax forms to 
reach the many classes of property thus created. 

“Also, the forms adopted were replete with instructions in 
an endeavor, apparently, to supply information to the taxpayer 
for every conceivable tax situation that might arise. No space 


which could be utilized to admonish the taxpayer with some 
‘do’ or ‘don’t’ was left vacant.” 


il 


||) 


In 1939, upon the recommendation of Governor 
Bricker, the Tax Commission was abolished, and a 
new Department of Taxation was created. For the old 
four-member commission there was substituted a Tax 
Commissioner, and a Board of Tax Appeals with three 
members. Mr. William S. Evatt, the newly appointed 
Tax Commissioner, immediately set out to reorganize 
the tax administration. For example, the Personal 
Property and Intangible Division had consisted of 
eight sections each of which had numerous forms and 
overlapping procedures. These were reorganized into 
five sections and placed under the supervision of the 
Assistant Tax Commissioner. The number of major 
forms was reduced from twenty-four to eighteen. 
More important, however, is the fact that forms are 


[Continued on page 154] 
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By M. N. FRIEDLAND 


IRREVOCABLE TRUSTS 


Observations and Comments 








Mr. Friedland is a member of the Illinois and New York Bars. 
of the Stuart decision he points out that the U. S. Sup. Ct. made the interpretation of 
various provisions of irrevocable trusts subject only to State or local laws; and that 
only after the meaning is ascertained can “events” be established which become sub- 
ject to “the federal definition of taxability” ; and that provisions obnoxious to general 
principles of Equity Jurisprudence may be disregarded or eliminated from irrevocable 
trusts, leaving the remainder of same in full force and effect. 





HE Stuart decision (317 U. S. 154 [42-2 ustc 
Ts 9750]) is of more than ordinary importance. 
It first clearly established the fact that “events” 

are creatures of State or local law, and that only after 
such events are ascertained from the point of view 
of such State or local law that application of the “fed- 
eral definition of taxability” takes place. It then 
proceeded to and did revolutionize various concepts, 
heretofore in existence, of Equity Jurisprudence, as 
far as different provisions of irrevocable trusts are 
concerned, the interpretation and application of same. 
That decision refers to the laws of the State of Illi- 
nois. As there are no Illinois statutes on the subject 
in question and no Illinois decisions specifically re- 
ferring to same, said decision is applicable (at least 
as far as “the federal definition of taxability” is con- 
cerned) in every other State where the same or a 
similar situation is in existence. 





State and Federal Laws 


In relation to the heretofore mentioned line of 
demarcation, the Supreme Court states: 


“When Congress fixes a tax on the possibility of the revesting 
of property or the distribution of income, the ‘necessary impli- 
cation’, we think, is that the possibility is to be determined 
by the state law. Grantees under a deed, wills, and trusts, 
alike, take according to the rule of the state law. The power 
of transfer or to distribute assets of a trust is essentially a matter 
of local law. Blair v. Commissioner, 300 U. S. 5, 9 [37-1 ustc 
{9083]; Freuler v. Helvering, 291 U. S. 35, 43-45 [4 ustc J 1213]. 
Congress has selected an event that is the receipt or distri- 
bution of trust funds to a grantor normally brought about 
by local law and has directed a tax to be levied if that event 
may occur. Whether that event may or may not occur, 
depends upon the interpretation placed upon the instrument 
by state law. Once rights are obtained by local law, whatever 
they may be called, these rights are subject to the federal defini- 
tion of taxability. Recently in dealing with estate tax levied upon 
the value of property passing under general power, we said 
that ‘state law creates legal interests and rights. The federal 
revenue acts designate what interests or rights, so created, 
shall be taxed.’ Morgan v. Commissioner, 309 U. S. 78, 80 [40-1 
Ustc [9210] (a case dealing with the taxability at death of 
Property passing under a general power of appointment). In 
this case as well as in Lyeth v. Hoey (305 U. S. 188, 193, 194 
[38-2 ustc $ 9602]), we were determining what interests or 
tights should be taxed, not what interests or rights had been 
created and therefore applied the federal rule. Cf. Burnet v. 
Hormel, 287 U. S. 103, 110; Palmer v. Bender, 287 U. S. 551, 555 
[3 ustc J 1026]; Heiner v. Mellon, 304 U. S. 271, 279 [38-2 ustc 
19311]; Helvering v. Fuller, 310 U. S. 69, 74 [40-1 ustc J 9419]. 
In this view the rules of law to be applied are those of Illinois. 
That State is the residence of the parties, the place of execu- 
tion of the instrument, as well as the jurisdiction chosen by 
the parties to govern the instrument.” Helvering v. Stuart, 
317 U. S. 154 [42-2 uste J 9750]. 


Irrevocable Trusts 





Re: Stuart Decision 


In his analysis 


Thus, where the meaning or interpretation of any 
particular provision, or the sum total of many provi- 
sions, of a given irrevocable trust is sought, same must 
be ascertained from application of State or local law. 
There is no interpretation of same in existence as far 
as federal laws are concerned. Once the meaning or 
interpretation of same is ascertained in such manner, 
and such manner only, the question then, and not until 
then, arises whether an “event,” thus established, be- 
comes subject to “the federal definition of taxability.” 

There is no difference of opinion on this subject 
among the various federal courts. The Commissioner 
of Internal Revenue is in accord with same, and so 
expressed it in the Stuart case. He did, however, differ 
as to what the Illinois law is on the subject in question. 
That has since been settled by both, the Seventh Cir- 
cuit Court of Appeals and the United States Supreme 
Court. 


Vital Stuart Provision 


In the Stuart case, the Seventh Circuit Court of Ap- 
peals first and the U. S. Supreme Court next were 
called upon to interpret and apply a vital provision 
(paragraph nine) contained in the trust in question. 
That provision is as follows: 

“During the life of the Donor the said Ellen Shumway 
Stuart and said Robert Douglas Stuart, or the survivor of 
them, shall have full power and authority by an instrument 
in writing signed and delivered by them or by the survivor 
of them to the Trustees, to alter, change or amend this Indenture 
at any time and from time to time by the changing of the benefi- 
ciary hereunder, or by changing the time when the Trust Fund, 
or any part thereof, or the income is to be distributed, or by 
changing the Trustees, or in any other respect.” (italics supplied.) 

It may be appropriate, at this time, to mention the 
fact that three trustees were designated, the donor 
being one of them and the others being the parties 
mentioned, wife and brother, respectively, of the 
donor. 

In its decision, in that case, the Seventh Circuit 
Court of Appeals, among other things, states: 

“Where great discretion is vested in a trustee, its exercise is 
subject to the control of a court of chancery. Maguire v. City 
of Macomb, 293 Ill. 441.” 

“A discretion lodged in a trustee is rarely, if ever, to be 
regarded as a permit to act arbitrarily.” 

It then proceeds by stating: 


“It was conceded in argument by the Commissioner that 
under the Illinois law the wife and brother as trustees would 
have no right to substitute themselves, or either of them, as 
beneficiaries, yet he insists that they would have the right to 
substitute their co-trustee, the grantor, as the sole beneficiary.” 
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and concludes— 


“However, we are convinced that the wife and brother as 
trustees had no authority under the Illinois law to revest the 
property in the grantor. This would be to give them power, 
not only to destroy the trust but dissipate the proceeds con- 
trary to the purposes set forth in the declaration, and it would 
also furnish an opportunity by secret agreement for subsequent 
distribution among the trustees. Such a door should not be 
left open.” 


Stuart v. Commissioner, 124 F. 2d 772 [42-1 ustc J 9159]. 


And the Supreme Court, referring to the very pro- 
vision of the trust agreement in question and the 
interpretation placed upon same by said Circuit Court, 
states: 

“One can not say that it would be arbitrary or unreasonable 
or even an unlikely holding on the part of the courts in Illinois 
to conclude that under the terms of these trusts, equity ought 
to and would prevent the wife and brother of the donor claim- 
ing authority under the provisions of paragraph nine of the 
indenture from vesting property in themselves, or in the donor 
or in others for the benefit of themselves or the donor, to the 
detriment of the present beneficiaries.” 

Commissioner v. Stuart, 317 U. S. 154 [42-2 ustc J 9750]. 


Thus, the provision in question was considered by 
the Circuit and Supreme Courts as null, void and of no 
effect. 


Please note, by disregarding that provision, the 
Courts have left the entire Stuart trusts (less that pro- 
vision) remain in full force and effect, as if no such 
provision was inserted in said trust agreement. 


This excellent surgical operation is of more than 
ordinary importance. The result of it will be known 
and felt for a long time to come. 


Significance of Decision 


The importance of the Stuart decision, in so far as 
it affects the heretofore mentioned and very well es- 
tablished principles of Equity Jurisprudence, is ap- 
parent from the following excerpts of authorities on 
the subject in question as well as the federal decisions 
pertaining to same, preceding that decision. 


Regarding the Discretionary Powers of a Trustee 


Where “discretionary power” is granted, a court of 
chancery is ordinarily “reluctant to interfere with the 
trustee’s use of the power.” 


“But if the trustee who has the discretionary power is wholly 
refusing to exercise his discretion, or is using the discretionary 
power in a manner which shows that he is obviously not 
honestly attempting to see for the benefit of the cestui, but is 
making decisions out of ill will toward the cestui, or capri- 
ciously, or from other motives which involve bad faith and 
abuse of his powers, equity will act and will direct the trustee 
to use his discretion as the court thinks it should be employed, 
or will, so far as possible, undo acts done by the trustee in 
abuse of his power. 

“The court’s power to interfere with abuse of discretion 
cannot be destroyed by a provision in the trust instrument. 
Such a clause may reasonably be held to mean that the court 
shall not interfere with the trustee in the use of his discretion, 
so long as he is proceeding honestly to carry out the trust. 

“Thus, in a case where a husband had extremely broad 
powers of management, but was acting in a reckless and waste- 
ful way and for his own private advantage, the court restrained 
the trustees from such conduct, and said: ‘His discretion was 
to be absolute and uncontrolled’. That does not mean, however, 
that it might be recklessly or wilfully abused. He had made 
himself a trustee; and in so doing he had subjected himself 
to those obligations of fidelity and dilizence that attach to the 
office of trustee.” Bogert, Trusts and Trustees, Sec. 560. 


Regarding Investments 


Reasonable care must be used by the Trustee in in- 
vesting trust funds even though discretion is granted 
him to do so. 


“Such investment clauses can not properly be followed 
blindly or in a spirit of carelessness. 
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“Thus, in a case where there was permission to buy non- 
legals, and the trustee had lent on an unsecured loan and 
bought speculative railway shares, the court in holding him 
liable, said: ‘But authorizing a trustee to make such invest- 
ments as he may think proper does not confer an unlimited 
power in the use of the trust property. The discretion cannot 
be used arbitrarily, according to the whim, caprice, or per- 
sonal interest of the trustee. He must used good faith and 
reasonable prudence in exercising his discretion.” Bogert, 
Trusts and Trustees, Sec. 684. 


Regarding Change of Beneficiaries, etc. 


“The settlor of a trust can reserve to himself any power 
which he desires with respect to the property if the power 
is not illegal and the reservation of the power will not of itself 
make the trust invalid. 


“He may reserve the power to change the beneficiaries of 


the trust, or interests, or the nature of the interests, which they 
are to take. 


“. . . There is no specific limitation on the number or nature 
of such powers and they may be included in the terms of the 
trust in such number and of such nature as the settlor desires.” 
Restatement of the Law of Trusts, American Law Institute, 
Vol. 1, par. 37, a and b. 

Thus, while the general principles of Equity Juris- 
prudence are apparent, the application of same to par- 
ticular phases, like discretionary powers of trustees 
and reserved rights by grantor (or powers granted to 
trustee) to change beneficiaries and/or benefits, de- 
serves particular consideration. 


The Morton L. Stein Case 


In the Morton L. Stein case (41 BTA 994 [CCH 
Dec. 11,082]) as in the Stwart case, there were three 
trustees, the donor, his wife (also beneficiary) and 
one Lawrence Hockheimer. 

Among the various powers reserved by the grantor 
during his lifetime was the right 
“. . to alter, modify or vary the terms of the trust hereby 
created, but not to revoke the said trust or any part thereof, 
nor to alter the same so that any part of the income shall be 
paid to him during the life time of Berdie H. Stein.” 

The U. S. Board of Tax Appeals, referring to that 
reservation, states: 


“ 


. .-. the more important particular of the reservation by 
the grantor of the power to alter, modify or vary the terms 
of the trust, except that he could not revoke the trust or alter 
or modify it so that he would receive any part of the income 
during the life of his wife. Under this latter power, the grantor 
retained a very vital incident of ownership, namely, the right, 
individually to change the beneficiaries of the corpus and to 
give the income thereform to whomsoever he pleased, when- 
soever he pleased.” 

Of course, in order to come to that conclusion, the 
Board must have considered the provision in question 
as a valid and subsisting one. It did not disregard 
said provision and left the remainder stand. Such 
conclusion was in harmony with the authorities here- 
tofore mentioned. Eliminate that provision as abhor- 
rent to general principles of Equity Jurisprudence, 
consider it null, void and of no effect, and there would 
be no basis for the Board’s conclusion. 

Yet, a comparison of the Stuart and Stein provisions 
will prove a great deal of similarity, if not identity. 
The Stuart provision is even broader than the Stem 
one. It not only embraces every feature of the Stem 
provision, but covers a great deal more of territory. 

Besides, the main bone of contention in the Stuart 
case was whether or not the remaining trustees could 
designate the grantor as beneficiary. No such prob- 
lem exists in the Stein case. 

Of course the powers in question were granted to 
the remaining trustees in the Stuart case, while the 
grantor in the Stein case reserved same for himself. 
But, considering the fact that the grantor in the Stem 
case was also one of the trustees, and taking into 
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consideration the proximity of the family relationship 
in the Stuart case, the difference is hardly sufficient 
to produce any change in the sum total of the elements 
considered. 


The Buck Case 
In the Buck case (120 F. 2d 775 [41-2 usre 7 9520]) 


the grantor reserved (in reference to the trusts in 
question) the right and power at any time and from 
time to time to— 

“ . alter or amend in any respect whatsoever . . . the 
disposition of the income and principal of the trust estate or 


the separate shares into which the same may be divided and 
to change the beneficial interest thereunder.” 


And the Court states that 

“True, he can not do so in such a way as to revest in himself 
title or ‘so as to direct that any part of the income .. . be 
distributed to him or be held or accumulated for future dis- 
tribution to him.’ But he has unlimited power, at any moment 
to reduce or obliterate the share of principal or interest origi- 
nally allotted to his wife or any child, if for any reason, or for 
no reason, he decides, in the exercise of his uncontrolled dis- 
cretion, that any of the beneficiaries is receiving more than 
seems desirable.” 

Thus, instead of considering the respective objec- 
tionable provisions as null, void and of no effect, dis- 
regard same and let the remainder of said trusts stand, 
as was done in the Stuart case, where the Second 
Circuit Court of Appeals considered the trust in ques- 
tion in its entirety, assuming same to be valid and 
subsisting. Otherwise, the Court could not have 
come to the conclusion it did. 


Of course, one has to take into consideration the 
fact that both the Stein and Buck cases were decided 
before the U. S. Supreme Court rendered its decision 
in the Stuart case. 


The Chandler Case 


The following provision is found in the trust in 
question. 


“During the lifetime of Grantor, Trustee shall make such 
sale, exchange or other disposition either to Grantor or to a 
third party or third parties designated by him of all or any 
part of the Trust Fund and for such considerations and upon 
such terms as to credit or otherwise as Grantor shall at any 
one time or from time to time direct. Trustee shall also acquire 
by purchase, exchange or otherwise such real or personal 
property for such considerations and either from Grantor or 
from such third party or third parties as Grantor may at any 
one time or from time to time direct. Grantor may be person- 
ally interested in the sale, exchange or other disposition of any 
part of the Trust Fund and/or in the purchase, exchange or 
other acquisition of real and/or of personal property for the 
Trust Fund.” 


In commenting upon that provision, the Circuit 
Court states: 

“As owner of the assets Chandler, of course, had the right to 
reserve such a power. His doing so clearly indicates that he 
did not intend to impose upon himself fiduciary restraints 
enforcible by trust beneficiaries. We think that the Board was 
entirely justified in construing the power a reservation by the 
settlor of the right to revoke the trust.” 

The Court’s opinion that 


“... Chandler, of course, had the right to reserve such power,” 


seemingly, is in perfect accord with the heretofore 
mentioned authoritative statement (Restatement of the 
Law of Trusts, Vol. 1, par. 37a) to the effect that 
“. . . There is no specific limitation on the number or nature 
of such powers and they may be included in the terms of the 
trust in such number and of such nature as the settlor desires.” 

Trying to justify or co-ordinate the Stuart, the Buck 
as well as the Chandler decisions one is inclined to 
draw a line of demarcation between powers granted 
by a donor to trustees (other than himself) as in the 
Stuart case, and those reserved by donors for them- 
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selves, as in the Buck and Chandler cases. Unfor- 
tunately, the same authority makes no such distinction. 
On the contrary, it states (in the same paragraph 37 (b)) 
that 

“Instead of reserving powers to himself, the settlor may 
grant powers to another who may be the trustee, a beneficiary, 
or a third person otherwise unconnected with the trust. There 
is no specified number or kind of powers which may be so 
created, but, as in the case of powers reserved by the settlor 
to himself, they may be established as the settlor thinks 
desirable. It may be provided that such powers shall be 
exercised by two or more persons, and the settlor may include 


himself, or the trustee, or a beneficiary, in this group, or not, 
as he sees fit. 


Thus, there is no distinction. 

Admittedly, the heretofore mentioned Chandler pro- 
vision is obnoxious to the most elementary principles 
of Equity Jurisprudence. Admittedly, it is worse 
than the Stuart provision. But, if the Court pos- 
sesses the power to declare the Stuart provision null, 
void and of no effect and let the remainder stand, it 
surely possesses the power to disregard a worse pro- 
vision than the Stuart one and let the balance stand. 

The Courts have cleansed the Stuart trusts. When 
the opportunity presents itself, they will probably 
purify trusts similar to the Buck and Chandler ones. 

There are other cases like the Heyman (44 BTA 
1009 [CCH Dec. 12,005]) and Warren (123 F. 2d 312 
[43-1 ustc J 9221]) ones. But, those are very similar 
to the Chandler case, hence, no analysis of same will 
be made. 


, ’ 
Resume 


The Stuart decision has clearly and authoritatively 
restated the principle that State or local laws are the 
only elements to be taken into consideration when the 
subject of interpretation of various trust provisions 
presents itself. Once the meaning and significance 
of such provisions is ascertained in that manner, and 
that manner only, same becomes an “event,” subject 
to “the federal definition of taxability.” 

That decision has further extensively enlarged the 
powers of Courts to disregard trust provisions, con- 
sidered abhorrent to general principles of Equity Juris- 
prudence and to eliminate them, thereby leaving the 
remainder provisions of the respective trusts in full 
force and effect. 

Finally, the semi-mysterious subject of “dominion 
and control” has been greatly affected by that deci- 
sion. Hence, attention will be paid to it. 


Dominion and Control 


Management, no matter how essential and insig- 
nificant it may be, contains a certain element of con- 
trol but it is the degree of such control that becomes 
decisive whether same is or is not in the nature of 
dominion (the Stuart decision made even that impos- 
sible by disregarding provisions of that nature). 

In the Jones v. Norris (122 F. 2d 6 [41-2 ustc 
{ 9636]) the Court stated as follows: 


“It is manifest that by the terms of the trust instrument, 
the grantor reserved unto himself full power of control and 
management over the trust estate, the same as if he were 
designated as the trustee. In fact, the trustee was a confi- 
dential employee of the grantor and it is plain that during the 
life of the trust, the grantor exercised autocratic powers over 
the trust estate, but his management was highly profitable. 

“We do not understand that the power of management, 
however unlimited, may operate to bring the grantor within 
the sweeping provisions of Section 22(a) if by such powers he 
can not derive any economic benefit therefrom, except what- 
ever advantages he may gain bv virtue of the provisions in the 
Revenue Act, which permits the creation of trusts and imposes 
taxation under Section 161 et seq.” 


[Continued on page 188] 
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ROM the tax standpoint, the problem of re- 
OY copuslaaiionn is a most difficult one. Randolph 

Paul, General Counsel to the Treasury Depart- 
ment, has.said: “We have to deal with an almost 
unbelievably complicated provision of the income tax 
law.” ! Professor Roswell Magill, sometime Under- 
Secretary of the Treasury, has referred to “these pro- 
visions, among the most complicated in the law.” ? 
And a writer in the Columbia Law Review has de- 
clared: “There are three striking things about the 
reorganization sections of the Federal income tax law. 
The first is their almost unbelievable intricacy. The 
second is that due to this very intricacy, they have 
been in the past and, despite the President’s inquiry 
of 1937, possibly they still are, one of the most serious 
tax avoidance leaks in the capital gains tax. But the 
most striking thing of all is that no one can satis- 
factorily explain why they were ever created or why, 
having been enacted, they have remained.” * 


As Voltaire has said, “If you wish to converse with 
me, define your terms.” This is especially true with 
respect to the meaning of the words used in the 
reorganization sections of the Internal Revenue Code. 
Mr. Justice Douglas has said: “It has been recognized 
that a transaction may not qualify as a ‘reorganiza- 
tion’ under the various revenue acts though the literal 
language of the statute is satisfied.”* In an earlier 
case, Mr. Justice Roberts had said: “The section is 


on 


not to be read literally.” ® 


The statutory definition of a reorganization is given 
in the Internal Revenue code,® but most of the words 
of this definition have been given further clarification 
by court decisions, official rulings, or the regulations. 
The words or phrases italicized in the statutory defi- 
nition have received this highly important elucidation : 

“The term ‘reorganization’ means (A) a statutory 
merger or consolidation, or (B) the acquisition by one 
corporation, in exchange solely for all or a part of its 
voting stock, of at least 80 per centum of the voting 
stock and at least 80 per centum of the total number 
of shares of all other classes of stock of another cor- 
poration, or (C) the acquisition by one corporation, 
in exchange solely for all or a part of its voting stock, 
of substantially all the properties of another corporation, 
but in determining whether the exchange is solely for 
voting stock the assumption by the acquiring cor- 
poration of a liability of the other, or the fact that 
property acquired is subject to a liability, shall be 
disregarded, or (D) a transfer by a corporation of all 
or a part of its assets to another corporation if imme- 
diately after the transfer the transferor or its share- 
holders or both are in control of the corporation to 
which the assets are transferred, or (E) a recapitaliza- 
tion, or (F) a mere change in identity, form, or place 
of organization, however effected.” 

There follow the further “approved” definitions of 
che sixteen words and phrases indicated supra. 





‘Randolph Paul, ‘Studies in Federal Taxation.”’ 
Cambridge: Harvard University Press, 1940. 

? Roswell Magill, ‘‘The Impact of Federal Taxes.’’ 
The Columbia University Press, 1943. 

3’ Milton Sandberg, ‘“‘The Income Tax Subsidy to ‘Reorganiza- 
tions’."’ Columbia Law Review, Volume XXXVIII, January 1938. 

* Helvering v. Alabama Asphaltic Limestone Company, 315 U. S. 
179 [42-1 ustc J 9245]. 

5 Le Tulle v. Scofield, 308 U. S. 415 [40-1 ustc {| 9150]. 

6 Section 112 (g) (1). 
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“Means.” “When an exclusive definition is intended 
the word ‘means’ is employed, as in the section we 
have quoted defining reorganizations.” * 


“Statutory Merger or Consolidation.” “The words 
‘statutory merger or consolidation’ refer to a merger 
or a consolidation effected in pursuance of the cor- 
porate laws of the United States or a State or Terri- 
tory or the District of Columbia.” ® 


“A merger ordinarily is an absorption by one cor- 
poration of the properties and franchises of another 
whose stock it has acquired. The merged corporation 
ceases to exist, and the merging corporation alone 
survives. A consolidation involves a dissolution of 
the companies consolidating, and a transfer of cor- 
porate assets and franchises to a new company.” ® 


“For purposes of taxation mergers meeting the 
requirements of the Revenue Acts will be recognized 
as such whether they are made: under the provisions 
of the banking law, or not.” ?° 


“Corporation.” “When used in this title, where not 
otherwise distinctly expressed or manifestly incom- 
patible with the intent thereof— 


(3) Corporation.— The term ‘corporation’ in- 
cludes associations, joint stock companies, and 
insurance companies.” ™ 


“In determining the extent to which gain shall be 
recognized in the case of any of the exchanges de- 
scribed in subsection (b) (3), (4), (5), or (6), or 
described in so much of subsection (c) as refers to 
subsection (b) (3) or (5), or described in subsection 
(d), a foreign corporation shall not be considered as 
a corporation unless, prior to such exchange, it has 
been established to the satisfaction of the Commis- 
sioner that such exchange is not in pursuance of a 
plan having as one of its principal purposes the avoid- 
ance of Federal income taxes.” !” 


“Exchange.” “To constitute an exchange within 
the meaning of section 112(b)(1) to (5), inclusive, 
the transaction must be a reciprocal transfer of prop- 
erty, as distinguished from a transfer of property for 
a money consideration only.” ** 


“Solely.” “ ‘Solely’ leaves no leeway. Voting stock 
plus some other consideration does not meet the 
statutory requirement.” ™ 


“ ‘Solely’ is aimed at what is received in exchange 
and not what is handed over in order to secure par- 
ticipation in a reorganization.” ?° 


“Or.” “As used in section 112, as well as in other 
provisions of the Internal Revenue Code, if the con- 
text so requires, the conjunction ‘or’ denotes both the 
conjunctive and the disjunctive, and the singular in- 
cludes the plural. For example, the provisions of the 





7Groman v. Commissioner of Internal Revenue, 302 U. S. 82 [37-2 
ustc J 9533]. 

8 Regulations 111, Section 29.112 (g)-2. 

® Cortland Specialty Company v. Commissioner of Internal Rev- 
enue, 60 Fed. (2nd) 937 [3 ustc § 980]. 

10 Thurber v. Commissioner of Internal Revenue, 84 Fed. (2nd) 
815 [36-2 ustc f] 9420]. 

11 Internal Revenue Code, Section 3797 (a). 

2 Internal Revenue Code, Section 112 (i). 

18 Regulations 111, Section 29.112 (a)-1. 

4 Helvering v. Southwest Consolidated Corporation, 315 U. S. 194 
[42-1 ustc f 9248]. 

% Securities Company v. Commissioner of Internal Revenue, 64 
Fed. (2nd) 330 [3 ustc f 1092]. 
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IN REORGANIZATION 
By ROBERT S. HOLZMAN 


statute are complied with if ‘stock and securities’ are 
received in exchange as well as if ‘stock or securities’ 
are received.” 18 


“Voting Stock.” “Despite redeemability and the 
limitation of dividends the owners of the preferred 
stock were not in the position of creditors, but were 
stockholders with a proprietary interest in the cor- 
porate undertaking and with a corresponding relation, 
through the voting right, to the direction of the under- 
taking. The voting right remained unimpaired until 
actual redemption. The statute is not concerned with 
a failure to exercise existing rights.” ™% 

“The statute does not require participation in the 
management of the purchaser.” '* 


“Substantially All.” “We do not think that $78,000 
out of $138,000 can be held to constitute ‘substantially 
all of the properties’ of the taxpayer.” ?® 

“The foregoing tabulation shows that about 91%% 

f Cortland’s assets were transferred to Deyo and 
sa about 8'%4% were retained. There can be no 
doubt that by the transfer Deyo acquired substan- 
tially all the properties of Cortland.” 2° 

“Liberty Carbon Company transferred 92 per cent, 
: ‘substantially all’ of its assets to the United 
States Carbon Company for stock and cash.” *1 

“Petitioner contends that substantially all its ‘prop- 
erties’ means substantially all its physical ‘operating’ 
properties: We believe no such limitation can be 
placed on the word ‘properties.’ The word must be 
taken in its ordinary sense, and as it is a compre- 
hensive word, it includes accounts receivable. If 
Congress had intended to restrict the meaning of the 
word, it would have done so. When the statute 
says ‘substantially all’, it means what it says. Con- 
sidering it most fav orably to petitioner, 68% is not 
‘substantially all’ its properties.” 22 

“It is now recognized that the value at the time of 
the transfer is the proper basis of determining the 
percentage of property transferred and retained and 
on that basis the plaintiff-appellant transferred 92.6% 
of its property and retained 7.4%. Under the decided 
cases such a percentage represents substantially all 
of the property.” ?8 





'® Regulations 111, Section 29.112 (g)-2. 

" Atlantic City Electric Company v. 
Revenue, 288 U. S. 152 [3 ustc § 1046]. 

'S Nelson v. Helvering, 296 U. S. 374 [36-1 ustc § 9019]. 

“OC. T. Investment Company v. Commissioner of Internal Rev- 
enue, 88 Fed. (2nd) 582 [37-1 ustc § 9151]. 

*” Cortland Specialty Company, supra. 

"1 Britt v. Commissioner of Internal Revenue, 114 Fed. (2nd) 10 
[40-2 ustc § 9644]. 

“ Pillar Rock Packing Company v, Commissioner of Internal Rev- 
enue, 90 Fed. (2nd) 949 [37-2 ustrc { 9386]. 


Commissioner of Internal 


“Property.” “Property is a term of very broad sig- 
nification, embracing everything that has exchange- 
able value or goes to make up a man’s wealth—every 
interest or estate which the law regards of sufficient 
value for judicial recognition.” ** 

“It is therefore the opinion of this office that the 
term ‘property’ as used in section 112(b)(6) of the 
Revenue Act of 1936 includes money.” *° 


“Assumption of Liabilities.” ‘When used in the 
regulations prescribed under sections 112 and 113, 
the terms ‘assumption of liabilities’, ‘liabilities as- 
sumed’, or similar expressions include, in addition to 
cases where personal liabilities of the taxpayer are 
assumed by another party to the exchange, cases (1) 
where property of the taxpayer is acquired by another 
party to the exchange subject to a liability, whether 
or not the taxpayer was himself personally liable, and 
(2) where, though the property transferred was held 
by the taxpayer merely subject to a liability, the lia- 
bility is assumed by another party to the exchange.” *° 


“Transfer.” “When subdivision (B) speaks of a 
transfer of assets by one corporation to another it 
means a transfer made in pursuance of a plan of re- 
organization of corporate business; and not a transfer 
of assets by one corporation to another in pursuance 
of a plan having no relation to the business of either.” 2 


“Such a reciprocal transfer of property is an ex- 
change.” ?§ 


“Immediately after the Exchange.” “The phrase 
‘immediately after the exchange’ does not necessarily 
require simultaneous exchanges by two or more per- 
sons, but comprehends a situation where the rights 
of the parties had been previously defined and the 
execution of the agreement proceeds with an expedi- 
tion consistent with orderly procedure.” ”° 


“Stockholder.” “Whatever rights a warrant holder 
may have ‘to require the obligor corporation to main- 
tain the integrity of the shares’ covered by the war- 
rant, he is not a shareholder. It is one thing to 
say that the bondholders ‘stepped into the shoes of 
the old stockholders’ so as to acquire the proprietary 
interest in the insolvent company. It is quite another 
to say they were the ‘stockholders’ of the old com- 
pany within the provision of clause C.” *° 


“Control.” “As used in this section the term ‘con- 
trol’ means the ownership of stock possessing at least 
80 per centum of the total combined voting power of 





23 American Foundation Company v. United States, 120 Fed. (2nd) 
807 [41-2 ustc § 9613]. 

*4 Samet v. Farmers’ & Merchants’ National Bank, 247 Fed. 669. 

23 G. C. M. 19435 [1938-1 CB 176]. 

26 Regulations 111, Section 29.112 (a)-2 

27 Gregory v. Helvering, 293 U. S. 465 [35-1 ustc § 9043]. 

°° Cyrus B, Eaton v. Commissioner of Internal Revenue, 37 BTA 
715 [CCH Dec. 10,007]. 


29 Regulations 111, Section 29.112 (b) (5)-1. 
* Helvering v. Southwest Consolidated Corporation, supra. 








Robert S. Holzman is a tax accountant in New York City. Also, he is 
instructing at the College of the City of New York in their new course 


“Reorganizations from a Tax Standpoint.” 
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all classes of stock entitled to vote and at least 80 per 
centum of the total number of shares of all other 
classes of stock of the corporation.” ** 

“We do not agree with the government’s contention 
that to constitute control by the stockholders of the 
transferor within the meaning of subdivision B, it is 
essential that they acquire stock in the transferee 
substantially in proportion to their former interests. 
But we are of the opinion that the requirement of the 
statute is not met when the controlling stockholder 
in the transferee corporation retains in place of a 
former sub-interest, a mere qualifying share in the 
transferor corporation.” ** 


“Recapitalization.” “The term ‘recapitalization’ 
used with reference to a reorganization signifies an 
arrangement whereby the stock and bonds of the 
corporation are readjusted as to amount, income, or 
priority, or an agreement of all stockholders and 
creditors to change and increase or decrease the 
capitalization or debts of the corporation or both.” ** 

“Reorganization, merger, and consolidation are 
words indicating corporate adjustments of existing 
interests ... The words ‘a recapitalization’ .. . in- 
volve the same idea.” * 

“There was not that reshuffling of a capital struc- 
ture within the framework of an existing corporation 
contemplated by the term ‘recapitalization’.” ** 


“Mere Change in Identity, Form, or Place of Or- 
ganization.” “We cannot conclude that mere change, 


3 Internal Revenue Code, Section 112 (h). 
3% Weicker v. Howbert, 103 Fed. (2nd) 105 [39-1 ustc { 9414]. 
%3S. M. 3710 [IV-1 CB 4]. 

«4 Cortland Specialty Company, supra. 

% Helvering v. Southwest Consolidated Corporation, supra. 
% Weiss v. Stearn, 265 U. S. 242 [1 ustc f 94]. 
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for purposes of reorganization, in the technical owner- 
ship of an enterprise . . . followed by issuance of 
new certificates, constitutes gain separated from the 
original capital interest. Something more is neces- 
sary,—something which gives the stockholder a thing 
really different from what he theretofore had .. . 
Questions of taxation must be determined by viewing 
what was actually done, rather than the declared pur- 
pose of the participants; and when applying the pro- 
visions of the 16th Amendment, and income tax laws 
enacted thereunder, we must regard matters of sub- 
stance and not mere form.” * 


“A transaction which shifts the ownership of the 
proprietary interest in a corporation is hardly ‘a mere 
change in identity, form, or place of organization’ 
within the meaning of clause E.” * 


“Its purpose was to relieve those interested in cor- 
porations from profits taxes where there was only a 
change in the corporate form in which business was 
conducted without an actual realization of any gain 
from an exchange of properties.” ** 


Since the reorganization divisions are contrary to 
the general rule that exchanges are subject to gain 
or loss, *® the expressed statutory provisions must be 
followed in all details. Proof that his action is an 
exception to the general rule is squarely upon the 
taxpayer: as it has been held in one case, “It may 
be observed that doubts and ambiguities in respect 
to exemptions from taxation must be resolved against 
the claimant.” *° (Italics supplied.) [The End] 

3% Helvering v. Southwest Consolidated Corporation, supra. 

38 Cortland Specialty Company, supra. 


39 Internal Revenue Code, Section 112 (a). 


© Tracy & Company v. Rasmusson, 26 Fed. (2nd) 139 [1928 CCH 
Dec. 8071]. 
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constantly scrutinized to the end that unnecessary 
and confusing questions may be eliminated. 

The Great Depression of the Thirties brought new 
taxes into Ohio’s system. All of these were excises 
of one kind or another. As indicated above in con- 
nection with the Personal Property Tax the new 
taxes brought a flood of new forms. 


The Sales Tax semi-annual informational return 
(ST 10) has been streamlined to a point where very 
little time and effort is required on the part of the 
vendor in completing his return. The only forms to 
be filed by Sales Tax Vendors and Use Tax consumers 
and sellers are required by law and no additional 
burden for the filing of forms has been placed upon 
such persons by rule of the Tax Department. 

During the past several years all forms relating to 
the taxes on Beer, Wine and Malt Beverages have 
been simplified and shortened. The returns now re- 
quired are, in effect, a summary of the information 
which such taxpayers are required to submit to the 
Federal Government. With a few exceptions, the 
entire audit procedure in connection with these taxes 
parallels and dovetails with the requirements of the 
Federal Government. Obviously, this relieves the tax- 
payer from the necessity of maintaining separate 
records for both levels of government and this saves 
time, money and irritation. 

The operators of places of amusement have often 
expressed their approval of the simplification which 
has taken place in the case of the forms which they 
are required to file under the Admissions Tax. These 
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forms, which must be filed monthly, have been com- 
pletely revised twice during the last three years. The 
present form requires only a statement of the gross 
receipts and the amount of the Federal tax included 
in such gross receipts. Formerly, such operators were 
required to give the opening and closing serial num- 
bers, as well as the various prices of all tickets, used 
during a thirty-day period. 

The Ninety-Fifth (1943) General Assembly rede- 
fined Motor Vehicle and Liquid Fuel in such a manner 
as to permit the elimination of eight forms which had 
been used in the past. The monthly report by licensed 
dealers has been further simplified which relieves them 
of considerable burden. 

The report required to be filed monthly by all per- 
sons licensed as wholesale dealers iri the trafficking ot 
cigarettes is a masterpiece of brevity. Jobbers, as a 
whole, are extremely complimentary since the monthly 
return of the Cigarette Tax gives them a check on 
their business, especially any losses by theft. 

In summary, it may be stated that the trend toward 
simplification of forms, and reduction both in the num- 
ber of forms and in the number of persons filing them 
has gone on more or less continuously in Ohio since 
1931. This trend has accelerated since 1939 until, at 
present, it has practically reached its limit in some 
cases. Every effort has been put forth to reduce the 
burden of keeping records and filing returns by the 
taxpayer. In spite of the fact that many new taxes 
were introduced between 1931 and 1937, the number 
of returns is fewer today than fifteen years ago. 


April, 1944 * TAXES—The Tax Magazine 
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AN ANALYSIS OF POWERS OF 
APPOINTMENT 


By JONATHAN C. BUNGE 


in the Estate tax law. 





HE Revenue Act of 1942 changed the appli- 
cation of Estate tax in respect to powers of 
appointment so completely as to demand a care- 

ful consideration of its provisions by virtually all 

persons concerned in disposing of property other than 
by outright gift or for a consideration. It imposes 
taxes upon the estates of persons which previously 
were entirely exempt. In many instances, it subjects 

the corpus of trust estates to several taxes over a 

period during which heretofore there would have been 

liability for but one tax. To the layman, the term 

“power of appointment” is very misleading, because 

the Act covers many instruments and transactions 

which by previous accepted definition would not have 
been termed such. 

In considering the act and seeking to comprehend 
its effects, we believe it is of value to understand the 
purposes of it. These changes were not made to 
impose more taxes upon the usual estate, in our 
opinion, but to subject all estates to the normal rate 
and time of taxation. Under the previous law, the 
corpus of many trusts would have been, and was 
subject to but one tax, where over the normal course 
of events the usual corpus would have been subject 
to several taxes. This avoidance was accomplished 
by the use of various devices to minimize tax liability. 
The purpose of the 1942 act is to reach estates through 
these devices and subject them to normal liability. 
However, in so doing, the act has necessarily sub- 
jected many estates using the same devices for pur- 
poses other than tax avoidance to a real danger of 
multiple taxation. 


In other words, the purpose of the act is to stop an 
opening in the inheritance tax law, to make taxable 
the use of devices employed purely for the purposes 
of tax evasion. The hazard of multiple taxation may 
be avoided by the testator’s avoiding the use of such 
devices in the manner penalized by the act. The act 
as amended by the Revenue Act of 1943 also permits 
changes to be made in existing situations by January 
1, 1945, without penalty. 

The devices aimed at may be roughly described as 
those where an individual, either by will or other 
arrangement, purports to suspend the determination 
as to whom shall enjoy the use, or benefit of income or 
corpus of property by vesting such determination in third 
persons, but actually vests the entire ownership of such 
property in such third persons by reason of their real 
interest in the property as beneficiaries. Thus, where 
an individual devised his property to his wife as 
trustee, she to have as much of the income or 
principal as she wants and the remainder to his son, 
it is apparent that the wife has actually complete 
ownership and control of the property. Such an estate 
would be taxable both on the death of the testator 
as well as the wife. The change in the act eliminates 
the avoidance of tax on the death of the wife. 


Powers of Appointment 


The Author is an attorney in La Crosse, Wisconsin of the firm of Lees and Bunge. 
Mr. Bunge states his article was written in seH defense against the recent changes 


The above definition does not pretend to include all 
transactions that are taxable under the act by any 
means. It is merely an effort to describe the most 
common type of transaction which is subject to the 
act in its most extreme form. Usually these trans- 
actions take the form of trusts (both testamentary 
and inter vivos) and powers of appointment. Insur- 
ance policies often contain the latter. These terms are 
not accurate by definition. They are made for our 
purposes to define the taxable medium in generally 
accepted terms. It resolves itself to the fact, however, 
that any person who has given or received discre- 
tionary power over property, whether by will, con- 
veyance, gift, power of attorney, or any other method, 
may upon investigation find that he or his estate or 
beneficiaries will be taxed far beyond his expectations. 

As we have indicated, Congress recognized that by 
these enactments many individuals, or their estates 
might be penalized, and consequently provided that 
such additional tax might be avoided even in the 
instance of pre-existing or created powers by timely 
action. The Revenue Act provides that such action 
must be taken by January 1, 1945. However, there 
may be limitations by state law which should be 
determined in each instance. The extent or nature of 
correction will vary with the needs and desire of each 
instrument and the individuals involved. 

Further, no one should employ any of the methods 
indicated without thorough investigation of the effects 
of the act upon his particular situation. Use of such 
a power so as to come under the act may be uncor- 
rectable without penalty even before January 1. 

Because of the importance of these changes, the 
writer is attempting to analyze the act referred to. 
In doing so, however, we must make two apologies 
that bear very strongly upon the analysis. 

First, it is made in an effort to give the layman 
some guide posts in determining whether the Act has 
any application to his situation. It does not pretend to 
be a detailed or exact definition or construction of 
the act or its terms. Likewise, neither does it attempt 
to describe every situation to which it might apply, 
and determine whether it does so apply or to what 
extent. 

Second, it is the writer’s intention to avoid all ques- 
tions of construction insofar as possible. All such 
questions are resolved, for our purposes, in favor of 
the application of the act. For example, it might be 
strenuously contended that the Regulations inter- 
preting the act are much more inclusive than the act 
itself. This is written upon the basis that the Regula- 
tions are sound. We do not feel that the average 
individual wishes to proceed on any other basis. 


There are two principal questions to consider in 
determining whether a particular instrument or trans- 
action is taxable under the act. They are: 
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1. Is the power involved a “power of appoint- 
ment” under the act? 


2. If so, does it exist here under such circum- 
stances as to be taxable? 


What Is a Taxable Power of Appointment 


The section of the Revenue Act in which we are 
interested defines what is to be included in the gross 
estate of a deceased person for tax purposes, or what 
property is to be construed as having been a part of 
the estate of a deceased person and subject to Estate 
tax. One sub-section refers to powers of appointment 
and can be said to define property that shall be in- 
cluded in the gross estate of a deceased person for 
tax purposes by reason of its being affected by a 
power of appointment. 

As stated, question usually arises as to what appli- 
cation “power of appointment” has to the matters 
hereinbefore referred to. The extent of the act de- 
pends of course upon what may be said to be included 
in the term “power of appointment.” Heretofore this 
term has been construed by the courts to have a 
relatively limited application. For the purposes of 
the Estate tax, however, the act has expressly defined 
the term so as to greatly broaden its application, a 
definition which is to take precedence over previous 
determinations in law. 

The Revenue Act says in effect that any power to 
determine either alone or in conjunction with any 
person, who shall enjoy either the principal or income 
from property or the benefits of it, is a power of 
appointment. Reflection will indicate the inclusive- 
ness of this definition. Thus, one who has a power to 
determine, either alone or in conjunction with any 
person, who shall receive the income from an estate, 
if any, or whether the principal may be used for pur- 
poses of maintenance or education, to cite two com- 
mon uses, has a power of appointment. One who is 
to designate who may live in a certain home, or 
have a certain scholarship would also come under the 
definition. 

The act specifically exempts certain powers from 
this definition, however. These exemptions are very 
important, and consist of two general classes of ex- 
cepted powers, as follows: 

1. A power to appoint within a class which 
does not include any other than the spouse of the 
decedent, spouse of the creator of the power, 
descendants of the decedent or his spouse, de- 
scendants (other than the decedent) of the creator 
of the power or his spouse, spouses of such de- 
scendants, charitable institutions exempt under 
Sec. 821 (d) or 861 (a) of the act. Descendant 
shall include adopted and illegitimate descendants, 
and spouse includes former spouse. 

2. A power within a restricted class if the de- 
cedent did not receive any beneficial interest, 
vested or contingent, in the property from the 
creator of the power or thereafter acquire such 
interest, and if the power is not exercisable to 
any extent for the benefit of the decedent, his 
estate, his creditors, or the creditors of his estate. 

There are a few rules which we believe can be 
safely gained from the above in considering the tax- 
ability of powers. In order for a power to be exempt, 
it must comply with the following: 


1. It must be to a restricted class. There is, 
to our knowledge, no very enlightening definition 
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as to what constitutes a class, or a restricted class 
as set forth in the act. It would appear, however, 
that the instrument should be carefully drawn 
so as to describe and define the class if this cause 
for exemption is to be relied on. 


2. No individual should be a trustee or holder 
of a power that has any interest in the trust or 
property no matter how remote. This is apparent 
in the second class of exemptions above stated. 
However, careful reading of class 1 imposes the 
same limitation, to a great extent, in that it states 
the decedent (trustee or holder of power) cannot 
be a member of the class for whose benefit the 
power may be exercised. The exercise or failure 
to exercise a power may be claimed for the benefit 
of such decedent if he has a remote or contingent 
interest. In this connection, the regulations should 
be carefully considered. It should also be kept 
in mind that power to terminate or amend an 
instrument or agreement embodying a power or 
the disposition of property or income from prop- 
erty may be considered a power of appointment. 


3. Care must be taken that the instrument does 
not permit construction to the creator’s benefit. 
Thus support of a wife, or payment of creator’s 
debts, or his estate’s debts, might be construed 
as taking the power out of the exemption. 

4. Any holder of the power must not acquire 
any interest in the property involved. 

5. Care must be taken that the instrument does 
not permit construction to the holder of the 
power’s benefit as set forth in relation to the 
creator in 3 above. 


6. The holder of the power must not have any 
beneficial interest in the property whether ac- 
quired through the same transaction or instru- 
ment or not. It might very well occur that the 
holder of the power received no beneficial interest 
from the transaction or instrument containing his 
power but acquired such an interest elsewhere 
(i. e. father gave a son a one-half interest in a 
business placing the other one-half in trust with 
son as trustee for benefit of wife, remainder to 
daughter-in-law). 

It should be commented that the act specifically 
takes out of the exemption a power to appoint which 
is exercised by creating another power to appoint to 
the extent of the value of the property subject to the 
second power to appoint. 


When Is Property Affected by a Power of 
Appointment Taxable? 


As we have seen, the 1942 act changed very mate- 
rially the definition of power of appointment so as to 
encompass many situations previously not so defined. 
The other principal change in the act is in defining 
when property affected by such a power shall be 
included in the deceased’s estate so as to be taxable. 
Previously the act provided that only property which 
passed by virtue of a power of appointment was so 
taxable to the estate of the deceased person, or holder 
of the power. Thus, only property which the de- 
ceased in effect devised by reason of exercise of the 
power, was included in his estate for tax purposes. 


The act now provides that there shall be included 


in the estate of a deceased person all property to the 
extent: 


“with respect to which the decedent has at the time of his 
death a power of appointment.” 
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Thus, if an individual dies with a power of appoint- 
ment in respect to any property, the value of such 
property must be included in the estate of such per- 
son, and a tax paid on it. This is true whether the 
power was exercised or not. For example, the estate 
of a trustee who had authority to spend the entire 
principal of a trust for the education or support of a 
beneficiary, and who dies before the termination of 
the power, would be construed to include the prop- 
erty of the trust for tax purposes, assuming the power 
is taxable as defined previously. Under such circum- 
stances, the existence of the power is exposing the 
trust estate to one tax otherwise unassessable. If 
there were several trustees, instead of one, the estate 
might be called upon to pay several additional taxes 
in the event of the death of several of the trustees. 
“with respect to which he (the decedent) has at any time 
exercised or released a power of appointment in contempla- 
tion of death.” 

This clause had best be considered in conjunction 
with the prior clause. It is to prevent the avoidance 
of taxation under the previous clause by a holder’s 
divesting himself of the power before death. Thus, 
if the trustee in the above example released his right 
to so spend the principal of the estate in order to keep 
it out of his estate, believing death eminent, it would 
still be included under this clause. 

“with respect to which he has at any time exercised or released 
a power of appointment by disposition intended to take effect 
in possession or enjoyment at or after his death. . . .” 

Thus, a trustee who exercised or released a power 
of appointment effective at his death would not avoid 
the effect of the tax. 

“with respect to which he has at any time exercised or released 
a power of appointment by a disposition under which he has 
retained for life or any period not ascertainable without 


reference to his death or for any period which does not in fact 
end before his death 


(i) the possession or enjoyment of, or the right to the 
income from the property, or 

(ii) the right either alone or in conjunction with any 
person to designate the persons who shall possess or enjoy 
the property or the income therefrom; except a bona fide 
sale for an adequate and full consideration in money or 
money’s worth.” 

Like the other provisions just considered, these 
sections are to prohibit a holder’s divesting himself 
of a taxable power of appointment in order to evade 
the tax, other than by a bona fide transaction usually 
involving payment of a gift tax, if not for a con- 
sideration. 

To put these provisions in a way more suited to our 
purposes, we may describe the circumstances under 
which property as affected by a power of appointment 
is taxable as follows: 

All property in respect to which an individual has 
a power of appointment described by the portion of 
the act we first considered, is taxable to the holder’s 
estate if he dies while holding the power. The prop- 
erty is still taxable to that individual’s estate, if he 
has the power after January 1, 1945, unless: 

1. He has exercised it or released it for an 
adequate and fair consideration. 

2. He has had the good fortune to outlive the 
terms of the power, unexercised and unreleased. 

3. He has exercised it or released it by a trans- 
action ordinarily subject to gift tax. 

It should be remarked here that the exercise of a 
power to appoint which is taxable under the provi- 
sions of the Estate Tax Law previously considered, is 
also taxable under the Gift Tax Law. Thus, to use 
our previous example, a trust is created by a father, 


Powers of Appointment 


of which his son is trustee (or one of several trus- 
tees) with power to apply any portion, or all, of the 
principal, for his mother’s maintenance, the remainder 
to go to the son. The son reads this communication 
to the effect that should he pre-decease his mother, 
his estate would pay an estate tax on the trust assets, 
and decides to take that chance, feeling that he will 
no doubt survive his mother. The fact still remains, 
however, that the exercise of the power at any time 
by using a portion of the principal for the mother’s 
maintenance (the same would apply to income, if 
payment discretionary) is subject to a gift tax. Con- 
sequently, he is compelled to pay a gift tax if he uses 
or releases the power with the danger of being subject 
to an estate tax should his life expectancy prove 
erroneous. 

In connection with the use of the date January 1, 
1945, we wish to repeat that there may be additional 


limitations under state law which should be con- 
sidered. 


In addition to suggestions contained hereinbefore, 
we believe the following are worthy of consideration: ° 

1. Any danger of the taxes indicated can be com- 
pletely avoided by careful choice of the holder of the 
power. Thus, a completely disinterested trustee, for 
a restricted class, will avoid any question of tax. 

2. Further a corporate trustee will avoid any ques- 
tion of estate tax because such a trustee never dies. 
However, unless requirements in respect to a re- 
stricted class are met, the exercise of a power by a 
corporate trustee may subject the property to gift tax. 

3. If an individual, for example, wishes to have his 
sons vested with the sole right to make investments 
in respect to a trust, he may still do so by placing the 
power of appointment, and that only, in a trustee as 
set forth in 1 and 2 above. Thus, he retains the ad- 
vantage of his children’s authority over the assets of 
the trust. Such a provision should be very carefully 
drafted, because the line between discretion in the 
enjoyment of the trust and management of it, is often 
very shadowy. 

It probably should be mentioned that we have not 
attempted to cover all the details of the act. As 
stated, the purpose of this article is to give the layman 
some indication as to whether the act affects his par- 
ticular situation, and, if it does, to what extent. We 
believe that consideration will demonstrate that a 
carelessly drawn power can involve tremendous pen- 
alties. On the other hand, careful adjustment will 
permit the individual to retain most if not all of the 
beneficial aspects of his will, trust, or other use of a 
power of appointment. 

One last word of caution. The release or partial 
release of a power of appointment by January 1, 1945 
often will involve serious and complicated questions 
of state law. In some jurisdictions, for example, there 
is considerable question that such a power can be 
released other than by the resignation of the holder. 
Be careful to attempt such action only after proper 
consideration and assistance. [The End} 


Back the attack with 
~— War Bonds 
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LAND VALUATION 
IN SOUTH DAKOTA 


By NORRIS J. ANDERSON 


When land values fluctuate, assessment problems 
multiply; especially in those states where land is 
assessed at “true and full value.” 

Mr. Anderson’s article differs from the more de- 
tailed account of this study published in the South 
Dakota Experiment Station bulletin No. 368, only 
in that his article is based upon the results of the 
study in only one county. The Author was formerly 
Assistant Economist of the South Dakota State Col- 
lege, and now is at the Kansas State College. 


ARTIME increases in the prices of farm 
\ \ products usually stimulate new interest in real 

estate investments. Farm real estate is now 
selling at prices which reflect upturns in agricultural 
income. Moderate price rises would not be serious; 
a repetition of the experiences of twenty years 
ago would be disasterous. To what extent the ex- 
periences of World War I will be repeated is prob- 
lematical. As prices of farm products advance, thus 
causing increases in farm income, real estate invest- 
ments become more attractive. As the demand for 
land increases the advance in land prices tends to be 
accelerated. These changes are the natural conse- 
quences of the lack of stability which usually character- 
izes wartime conditions. Land prices have fluctuated 
widely in South Dakota during the past thirty years 
(Figure I). Such extreme fluctuation creates uncer- 
tainty and confusion among buyers and sellers of land. 
Wide variation in land prices also creates a fertile 
field for speculation, much of which is unwholesome 
and undesirable. 


Table I 


Summary of Land Prices and Valuation in Seven Counties by 
Five-Year Periods, from 1920-1940 


Average Average 
Assessed Sale Capitalized 
County Period Valuation + Price + Net-rent * 
1920-1925 $ 50.00 $ 59.25 
ve 1926-1930 38.58 37.15 
Brown “85°F 1931-1935 22.76 20.93 $20.98 
1936-1940 21.10 15.83 
1920-1925 39.78 57.48 
1926-1930 31.66 32.03 
Brule .-------++4 1931-1935 18.58 15.91 13.38 
1936-1940 16.33 7.21 
1920-1925 56.02 67.01 
1926-1930 46.08 49.72 
Deuel -<-7*) 4091-9045 29.05 31.81 27.18 
1936-1940 25.47 21.13 
1920-1925 13.03 13.94 
me 1926-1930 11.10 7.85 
Haakon **1 4931-1935 6.60 5.10 -86 
1936-1940 5.43 3.19 
1920-1925 35.05 47.79 
1926-1930 29.03 28.43 
Hand ....----++1 1931-1935 14.65 13.88 11.66 
1936-1940 11.79 6.19 
1920-1925 72.89 106.18 
1926-1930 58.94 51.08 
Miner *} 1931-1935 32.53 41.65 23.80 
1936-1940 23.74 18.02 
1920-1925 101.28 160.49 
1926-1930 85.06 95.93 
EN --. 1931-1935 55.14 62.70 wee 
1936-1940 53.43 54.74 


+ Average for five years ending with final date in each —— 
* Twenty-year average, 
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Credit agencies find it difficult to establish a sound 
loan policy when wide fluctuations occur in land 


prices. When prices are on the incline competition 
among credit agencies tends to increase the size of 
loans beyond the point justified by long-term average 
income. On the other hand, as land prices decline 
debtors are subjected to undue pressure to pay debts 
assumed at higher price levels. The distress which 
accompanies mortgage foreclosure occurs largely dur- 
ing years following abnormally high land prices. In 
the long run, therefore, both debtors and creditors 
would benefit from greater stability in land prices at 
levels justified by average conditions. 

The lack of stability in land prices also complicates 
assessment of land for taxation purposes. South 
Dakota law provides that land be assessed at “true 
and full value.” Under existing conditions, character- 
ized by wide fluctuation in sale prices, “true and full 
value” is extremely difficult to determine for any one 
period of time. Tax revenues received from agricul- 
tural land are the all-important source of revenue for 
local government in most South Dakota counties. 
With revenue needs relatively stable, the fluctuations 
in assessed valuation tend to give rise to problems 
which may seriously hamper local government. 

There is need for exerting a positive effort toward 
averting a land boom. One of the more widely ac- 
cepted means is that of supplying information con- 
cerning justifiable land prices in specific areas, figured 
in terms of actual earning capacity, coupled with the 
admonition that prospective buyers refuse to pay 
prices which are too far above that price level. How- 
ever, there is a possibility that definite regulatory 
measures would be necessary to prevent a repetition 
ot the disastrous experiences which followed the land 
boom of World War I. 

The Department of Agricultural Economics of the 
South Dakota Agricultural Experiment Station has 
made a study of land prices and land valuation prob- 
lems in seven South Dakota counties, namely, Min- 
nehaha, Deuel, Brown, Miner, Hand, Brule, and 
Haakon. Each county is in a separate agricultural 
area of the State. Trends discovered in these counties 

may he considered representative of trends in other 
counties within the same area. The actual long-run 
average sale price of agricultural land has been found 
for each of the selected counties for the twenty year 
period, 1920-1940. This period includes both “good” 
and “poor” years and is sufficiently long and repre- 
sentative to supply a reliable average. Information 
concerning real estate transfers was secured from 
county records in each of the counties. An attempt 
was made to eliminate all transfers that appeared to 
be something other than voluntary bona fide sales. 
Transfers were then grouped by five-year periods, 
1920-1925, 1926-1930, 1931-1935, 1936-1940, and an 
average was determined for each five- year period 
within each county. The averages by five-year periods 
by counties are shown in Table I. 

Following the determination of actual long-run 
average sale price, a second approach was made. The 
net rent for an average farm in each of the selected 
counties was calculated and capitalized at the current 
mortgage rate (five per cent) of interest. At this 
point, careful distinction should be made between net 
income and net rent. The determination of net income 
from an average farm was not attempted, because in 
the absence of farm records it would be virtually 
impossible to secure complete and accurate informa- 
tion on the income from all sources and all the expend- 
itures of the average owner-operator. By contrast, 
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Table II 


Land Valuation by Capitalization of Long-Term Net Rent for an Average Farm in Brown County 


ee Se eneeeeeecesereeeceeeeeeeemeeeerererer eeeee 


Total Acres 





Number of Average-Acre- Average Yield Average Average 
Crop in Crops Farmsin ageinCrops, per Acre Production Prices Total Income 
(1940 Census) County per Farm 1920 to 1940 ~=—s per Farm 1920-1940 from Crops 
OCT Per rere ee 97,899 2,222 44 18.1 796 bu. $.605 $481.58 
ONO AE Le a SACU 73,617 33 22.4 739 ~— bu. 317 234.26 
ne OE OT 69,855 31 16.5 512 bu. 471 241.15 
TT en ee 17,533 8 10.1 81 bu. .627 50.79 
cet Pe er eee 170,851 77 8.0 616 bu. 953 587.05 
ere eas 29,060 13 87 T. o57 ‘T. 7.70 87.01 
PNR ot cas Seclekoe » Weeks 252 one noes 
RE 5. os halen aeons 458 $1681.84 
Landlord’s Expenses Landlord’s Receipts 
pe ee ee ee ey: .419¢ Landlord's share (44 of 1681-64). ........065545. $560.61 
Upkeep on buildings, per acre.................... .347¢ EERE OR SII oy ssa ves Sateen oe Gude es ae 151.20 
— Return for buildings and other improvements... 119.40 
(Depreciation on 30 year basis) 
Total expenses per Acre. ........ ois c cee eens .766 Landlord’s total 1etgtn <s...... 6.5 6cséis sande on eae $831.21 
Return peracre (456 aches)... ............06 5 ces ves < 1.815 
Capitalization Method 


Net return per acre ($1.815 — .766). 
Annual Net Rent 


Formula 


= Value 
Rate of Interest 


it is relatively easy to estimate the receipts and ex- 
penses of the non-operating land owner. This approach 
is also supported by the soundness of the underlying 
principle, namely, land valuation should be computed 
in terms of the earning capacity of the land over a 
period of years as indicated by a method of calcula- 
tion which de-emphasizes management. In other 
words, it is the earning capacity of the land itself 
which should serve as a foundation for a calculation 
of its worth. Table II supplies.an example of the 
procedure involved in using the net-rent approach to 
the determination of the long-term value of an average 
Brown county farm. By means of long-term average 
yields and prices, the gross return is found. Assuming 
that the landlord’s share of the crop on the average 
Brown county farm is %, the gross return is accord- 
ingly divided by 3. To this figure is added rental for 
the use of pasture and grass land and a return for 
improvements, thus arriving at the landlord’s total 
income. Thereafter, taxes per acre and the upkeep 
expense on buildings, reduced to a per acre basis, are 
deducted. The landlord’s net rent per acre is thus 
found and capitalized at 5% to arrive at a valuation 
per acre. It should be noted that this figure is a 
theoretical average computed in terms of long-run 
average yields in Brown county, and long-run average 
commodity prices. The size of farm used in this ex- 


ample is also an average for Brown county, as revealed 
by the 1940 census. 


The net rent approach is justified for an additional 
reason. The renter who is considering the purchase 
of land will want to know whether it will pay him to 
invest in a farm. If he is considering the purchase 
of the farm he occupies, he may well measure the 
advisability of buying that farm in terms of the rental 
he has been paying to the landlord. If records of 
yields and income have been kept on his farm, he can 
calculate net rent all the more accurately, without 
resorting to the use of county averages. 


The average assessed valuation, the long-term 
average sale price, and the long-term capitalized net 
rent figures for Brown county are shown graphically 
for each five year period from 1920 to 1940 (Figure 2). 


Land Valuation in South Dakota 


1.0¢ 
Substituting, 
05 








= $20.98 = Value based on long-term annual net rent 


The capitalized net rent figure is represented by a 
straight line, indicating that when long-run average 
yields and commodity prices are used to determine 
land prices there will be a single average figure for 
the twenty year period. 


The trend in average sale price from 1920 to 1940 
is clearly apparent; there was an inevitable return by 
the 1935-1940 period to the approximate level occupied 
by the capitalized net rent figure. This trend is charac- 
teristic of that which occurred in all other counties. Such 
a trend substantiates the belief that land prices should 
be determined in terms of long-run average condi- 
tions, else fluctuation of a disturbing and distressing 
nature will occur. 

An interesting case may be cited in terms of land 
price fluctuations which occurred in Brown county. 
The average sale price of Brown county land in the 
1920-1925 period was $59.25 per acre. During the 
third five-year period, (1931-1935), the average sale 
price was $20.93. The following sample case is sulb- 
mitted to illustrate one of the serious consequences 
of too much fluctuation in land prices. The existence 
of a thirty-six year mortgage on which equal annual 
payments were made, is assumed in this case. 


160 acres bought 1920-1925 @ $59.25 per acre $9480.00 
Cash payment of approximately 47 per cent 





MNES 2k che Seer es Meri wens eee ees 4480.00 
SN IN S556 Siler inti dsl b Sale eA 5000.00 
Payments on principal for 10 years at $138.89 

NN ee re eS oa x & vate seen 1388.90 
Betamee Wak, Tet-199>.... 5. cele. 3611.10 
160 acres @ $20.93 per acre (1931-1935 avg. 

aie Sich 5 cates 5 tia yee cen 3348.80 
Debt over sales value. .................:.. 262.30 


Total amount paid on principal by 1931-1935. . $5868.90 


In this sample case the farmer had paid a total of 
$5868.90 by 1931-1935, and still owed $262.30 more 
than the market value of this farm in this period— 
ten years after he had made his purchase. Cases of 
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BROWN COUNTY 
AVERAGE SALE PRICE AND ASSESSED VALUATION OF 
DOLLARS AGRICULTURAL LAND COMPARED WITH LONG-TIME 
VALUE BASED ON NET RENT, 1920-1940 
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this kind can be found in the records of each of the 
counties included in this study. 

The data contained in Table I reveals the average 
sale price of agricultural land in Brule county during 
the 1920-1940 period to be $57.48. The average as- 
sessed valuation for the period was $39.78. By 1926- 
1930 the average sale price had declined approximately 
40%, whereas the assessed valuation declined 20%. 
By 1931-1935 further declines had occurred, with sale 
price dropping more rapidly than assessed valuation. 
It is significant that by 1936-1940 the assessed valua- 
tion average settled at approximately the level estab- 
lished by the capitalization of net-rent. Thus, it may 
be said that the readjustment in land prices which 
occurred in Brule county, and other counties, was 
necessary because land prices which prevailed during 
the early twenties were too high; the long-run annual 
average net-rent received by non-operating land 
owners was not adequate to maintain that level. 

The relatively heavy tax load placed upon agri- 
cultural land in Haakon county accounts for the low 
valuation resulting from a capitalization of net-rent 
in that county. Heavy taxation results in lower net- 
returns to the land owner. It is apparent, therefore, 
that the high assessed valuation and the subsequent 
tax burden were depressing to land prices. A slight 
change in the net returns from low-priced land causes 
a larger percentage of fluctuation in the valuation of 
that land than would occur following a change of 
equal amount in the case of high priced land. 

In Hand county, there is an extremely close correla- 
tion between the capitalized net-rent valuation and 
the assessed valuation during the 1936-1940 period. 
The low average sale price, $6.19, for the same period 
may be accounted for by the relatively large propor- 
tion of land which was made available for sale during 
that period. This condition existed also in other 
counties during the 1930-1940 decade. The dispropor- 
tionate number of sales by unwilling owners created 
a condition which was depressing to prices. 

The average sale price for the period 1936-1940 in 
Miner county, as recorded on county records, is only 
17% of the average sale price which prevailed during 
the 1920-1925 period. This wide variation made neces- 
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sary drastic reduction in the assessed valuation of 
agricultural land. By 1936-1940 an assessment level 
had been established which corresponded closely with 
the capitalized net-rent valuation based on long-term 
net earning capacity. 


There Is Need for a Systematic Classification of Land 

The lack of:a systematic classification of land in 
South Dakota contributes greatly to the prevailing 
confusion concerning land values. Classification of 
land in terms of soil type, topography, and other 
physical factors capable of objective measurement 
would constitute a fundamentally sound approach to 
land valuation. Certain credit agencies, including the 
Federal Land Bank and some insurance companies, 
now use this approach as a part of the preliminary 
procedure for deciding the size of loan that can safely 
be madé on a specific tract. Further use could be made 
of it with the result that much confusion and distress 
could be prevented thereby. 

Land prices which prevailed during the period 1920-40 
and land valuation technique applicable to South 
Dakota have been investigated by means of an intensive 
study of seven representative counties. Considerable 
instability has been found to exist. Information con- 
cerning actual long-run average land prices has been 
lacking. Prospective purchasers and sellers have had 
difficulty deciding upon an equitable and justified price 
level within respective areas. 

The earning capacity of agricultural land fluctuates 
as a result of temporary spurts in commodity prices 
due to wars and other influences. These short-run 
fluctuations are disturbing to land prices. Specula- 
tion also causes instability in land prices. Speculation 
and the over-expansion of credit based on inflated 
price levels have been major causes of distress among 
agricultural people throughout all of American history. 

Agricultural land is one of the Nation’s most im- 
portant natural resources. Those forces which tend 
to unstabilize the land market are operating contrary 
to the general welfare. 

Greater stability in land prices would be beneficial 
not only to land owners, but to credit agencies and 
to those local, civil units of government which draw 
upon agricultural land as a tax base for revenue. Con- 


[Continued on page 185] 


ESTIMATED VALUE OF FARM REAL ESTATE 
IN SOUTH DAKOTA, I9I2—1942 
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well be heard to complain that it has not been 

receiving its deserved share of attention. It is 
the more distant pasture of Section 722 which seems 
to have caught the popular imagination. Yet, in many 
cases, Section 721 holds out the more certain and the 
more immediate possibility for relief, without pre- 
venting a claim under Section 722 if one is otherwise 
in order. 


The general concept of Section 721 is that abnormal 
income of a given kind in the current taxable year 
may be allocated, in whole or in part, to other years, 
past or future, if such income can be reasonably at- 
tributed to those years. The purpose is to avoid 
taxing to a corporation at present extreme excess 
profits tax rates, income which is in fact fairly 
ascribable to activities of other years. Where such 
income is ascribable to an excess profits tax year, the 
application of Section 721 never need make the excess 
profits tax for such year larger than it otherwise 
would have been. If applicable at all, the section can 
ordinarily be invoked, whether the taxpayer’s excess 
profits credit is computed under the average income 
method or the invested capital method. 

In addition to a broad catch-all category, there are 
six specific classes of abnormal income which come 
within the purview of Section 721. They are: 

(a) Income arising out of a claim, award, judg- 
ment, or decree, or from interest on any of these. 

(b) Income under a contract the performance of 
which required more than twelve months to complete. 


(c) Income resulting from exploration, discovery, 
prospecting, research, or development of tangible 
property, patents, formulae, or processes, or any com- 
bination of them, extending over a period of more 
than twelve months; 

(d) Income includible in gross income for the 
taxable year, rather than in a different taxable year, 
by reason of a change in a corporation’s accounting 
period or in its method of accounting; 

(e) In the case of a lessor of real property, income 
included in gross income for the taxable year by 
reason of the termination of the lease; 

(f) Income consisting of dividends on stock of 
foreign corporations, except foreign personal holding 
companies. 

The catch-all provision leaves room for other classi- 
fications as determined by the Treasury, based upon 
the type of business conducted by the taxpayer, its 
business experience and its accounting practices. 


G well be | 721 of the Internal Revenue Code may 


Eligibility and Test of Abnormality 


To be eligible for relief under Section 721, a cor- 
poration must first be able to show that in the taxable 
year, it received one or more classes of abnormal 
gross income. It must then determine the net income 
of each such class, and if there be any subdivisions 
of such class, allocate the net abnormal income in 
each class to such subdivisions. Finally, the taxpayer 
must allocate on some reasonable basis, the abnormal 


Section 721—Less Glamor, More Relief 
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net income to the taxable years to which it is claimed 
such income properly applies. 

For purposes of Section 721, income may be abnor- 
mal as to nature and as to amount. The regulations 
define abnormal income as to nature to be of a class 
of which the corporation received none in the four 
preceding taxable years, or shorter period if it was 
not in existence the full four years. 

The statutory test for income abnormal in amount 
is whether the amount in the taxable year exceeds 
125 per cent of the average amount in the four imme- 
diately preceding years, or such portion thereof dur- 
ing which the taxpayer was in existence. 

Where one or more of the preceding years is a 
short taxable year, there is no requirement that the 
income of such year be placed on an annual basis 
for the purpose of computing the 125 per cent aver- 
age. However, all income of the same class received 
or accrued in the taxable year must be aggregated in 
determining whether it is abnormal. 

The Code requires that where income may be 
classifiable into more than one of the six statutory 
classes, the classification elected by the taxpayer be 
irrevocable. Similarly, the regulations make irrevo- 
cable any other allowable classification adopted by 
the taxpayer. The regulations also require that classi- 
fications be consistent with those used under Section 
721 for prior years and with those used under Section 
711(b)(1)(H), (1) or (J), relating to abnormal de- 
ductions in the base period, and Section 722 relating 
to constructive average base period net income. 

Section 721(a)(3) provides for the derivation, in 
accordance with Treasury regulations, of net abnor- 
mal income from gross abnormal income. This is 
done by deducting from abnormal income (1) 125 per 
cent of the average for the test period, and (2) a 
proportion of the direct costs and expenses attribut- 
able thereto and through the expenditure of which 
such abnormal income was in whole or in part de- 
rived. Since net abnormal income is attributable to 
other taxable years in accordance with the facts sur- 
rounding its origin, which facts may vary for each 
different kind of net abnormal income, these are kept 
separate by the device of requiring the computation 
of so-called “items” of net abnormal income, as di- 
rected by the regulations. 

The requirement that in computing net abnormal 

income there must be deducted 125 per cent of the 
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average in the immediately prior period means that 
relief under Section 721 will diminish in each succeed- 
ing year as income from that source increases. 


Basis for Attribution to Orher Ycars 


The mere existence of abnormal income is in itself 
no basis for relief under Section 721. Such relief is 
obtainable only by a showing that items of net ab- 
normal income received or accrued in the taxable year 
are attributable to other taxable years. The Code is 
silent as to what will make an item attributable to 
taxable years other than that in which received or 
accrued. The regulations, however, prescribe that 
such items are to be attributed to the taxable year 
or years in which they had their origin. 


The regulations further provide that to the extent 
abnormal income is the result of high prices, low 
costs, increased demand or decreased competition in 
the taxable year, such income shall not be attributable 
to other taxable years. Nor shall this be done solely 
by reason of an investment by the taxpayer in assets, 
tangible or intangible, employed in or contributing 
to the production of such income. 

Since every item of abnormal income attributable 
to statutory acceptable causes may also have in it an 
element of these forbidden causes, the limitations thus 
placed on the application of Section 721 make it very 
difficult to work out a satisfactory segregation. To 
be successful in a claim, one must thus differentiate 
between the profit made from the normal cashing in 
on the exploration, discovery, research and develop- 
ment of a product, and the profit derived from abnor- 
mal economic conditions which may have influenced 
the degree of profit in the particular year. This is no 
easy assignment. The use of a computation to estab- 
lish hypothetical profits as if the product had been 
manufactured on a royalty basis, should be of some 
help to the taxpayer in this quandary. 


Further Instances of Inapplicability 


Section 721(a)(2)(B) which has reference to long- 
term contracts requiring at least twelve months to 
complete, does not apply to any taxable year begin- 
ning after December 31, 1941. Instead it permits 
taxpayers having abnormal income from such long- 
term contracts to elect to compute such income under 
the percentage-of-completion method of accounting. 
At the election of the taxpayer, the provision can be 
applied retroactively to all excess profits tax taxable 
years, in which case Section 721(a)(2)(B) becomes 
inapplicable to prior years as well. 

Relief under Section 721, by virtue of abnormal 
income from exploration, discovery and the like, is 
denied to the extent that such activities were carried 
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on by a predecessor taxpayer. This is not consonant 
with the privilege generally extended to an acquiring 
corporation to succeed to the position of a predecessor 
for excess profits tax purposes. The regulations to 
that effect would seem, however, to be in accord with 
the intent of Congress as disclosed in the Conference 
Report on the Second Revenue Act of 1940. 

Where the constructive average base period net 
income under Section 722 is increased by reason of 
taking into account the cost of exploration, discovery 
and the like, abnormal income of the class described 
in Section 721(a) (2) (C), resulting from such activity, 
may not be attributed to the base years. 

Income, other than rent, derived by a lessor of real 
property upon the termination of a lease, representing 
the value of such property attributable to buildings 
erected or other improvements made by the lessee, 
is not taxable in any year beginning after December 
31, 1941, as provided by Code Section 22(b) (11) 
(added by Section 115(a) of the 1942 Act). Asa 
result, Section 721(a)(2)(E), insofar as it relates to 
income from a lessee’s improvements, is of benefit 
only for taxable years beginning in 1940 and 1941, 
since thereafter Section 22(b)(11) automatically re- 
lieves such income from tax. 

As to dividends on stocks of foreign corporations, 
other than foreign personal holding companies, the 
law and the regulations point out that Section 721 
would not apply where the invested capital method 
is used, except as to the dividends on stock not a 
capital asset. Hence it would apply only where the 
base period earnings method is used. Since such divi- 
dends are excluded under Section 711(a) (2) (A) from 
the excess profits net income of a taxpayer using the 
invested capital method, relief under Section 721 is 
obviously not necessary. Such income is attributed 
to the years in which the foreign corporation 
accumulated the distributed earnings and profits if 
accumulated after the acquisition of the stock by the 
taxpayer. If the distribution is out of earnings and 
profits accumulated before such acquisition, the in- 
come is to be attributed to the year of acquisition. 


Tax Effect on Current and Future Years 


It is important to bear in mind that Section 721 is 
primarily intended to relieve abnormal income from 
the excess profits tax, if such income is ascribable to 
years prior to the imposition of the excess profits tax. 
The abnormal income is not relieved from current 
normal and surtax in the year when such income is 
actually received or accrued. 

Income attributed to future years will not be taxed 
at rates detrimental to the taxpayer. This is effected 
by Section 721(d), as amended by the 1942 Act, which 
provides that the increase in the excess profits tax of 
a taxable year to which net abnormal income has been 
attributed from a prior taxable year, shall not exceed 
the decrease in the excess profits tax of such prior 
year minus the increase in the excess profits tax in 
intervening taxable years. For computing the in- 
crease in the excess profits tax in the intervening 
years, the 1942 amendments give effect to changes in 
carry-overs of net operating losses and of unused 
excess profits credits. But in computing a carry-over 
from one future taxable year to another, net abnormal 
income attributed to the first future year does not 
affect the carry-over unless its inclusion results in 
tax for the first future year. 


As an administrative aid, to avoid loss of revenue 
which might result where a taxpayer corporation 
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transfers substantially all its property, or liquidates, 
the regulations provide that income, otherwise at- 
tributable to subsequent taxable years, shall be included 
in the year of such transfer or liquidation. This is 
an additional factor that must now be considered 
when liquidation of a corporation is contemplated. 


If, after applying Section 721, a corporation’s excess 
profits tax bill is still computed under the 80 per cent 
limitation, it will be better off not to claim the use of 
Section 721. For, the effect of the allowance of relief 
would be to decrease the excess profits tax and to 
increase the normal and surtax by the same amount. 
However, the post-war refund of excess profits tax 
would necessarily be diminished, so that the total tax, 
after deducting the post-war credit, would thus be 
increased. 


The relief afforded by Section 721 for items of net 
abnormal income attributable to other taxable years 
may be availed of by a taxpayer either by making the 
necessary adjustment in the excess profits tax return 
filed, thus reducing the amount of tax payable, or by 
making no adjustment in the return as filed, but there- 
after filing a timely claim for refund pursuant to Sec- 
tion 322. There are no limitations on the amount of 
the reduction in tax which may be reflected in the 
excess profits tax return, or subsequently claimed 
under Section 721. There is no special limitation on 
the time within which to file a claim under Section 721 
other than the general provisions of the statute of 
limitations prescribed in Section 322. 


Clarification—A Slow Process 


Appeals under Section 721 may be made only to 
the Tax Court of the United States. The determina- 


Corp. Joe Volta 
A. P. O. xxx 
Dear Joe: 

I wish you were home to help Papa with 
his income tax return. He is in bed on account of it. 
And you being a lawyer, you would know what to do, 
but the war comes first I guess. Papa’s awfully upset. 
All on account of the house we sold. You know, Joe, 
we paid $11,000 for the house but got only $6,000 for 
it when we sold it. We got out your old arithmetic 
books and it says 6 subtracted from 11 leaves 5, so 
that would mean we lost $5,000 on the house sale. 

3ut the income tax man says we gained $500. That’ S 
what’s the matter with your father. 

Papa told me the government man says we have 
to split the house in two, because we rented the north 
side. Papa would never live on that side on account 
of the wind coming from that direction most of the 
time, so, as you know, it was always the south side 
we lived in. Papa didn’t object too much to what 
the government man wanted to do to the house since 
he doesn’t own it any more. He said, “So what— 
split it. It’s a two-family house anyway.’ 

So instead of losing $5,000 we are supposed to have 
lost only $2,500. So half of the house cost us $5,500, 
and then you have to take the land from the house 
which the income tax man says is valued at about $500. 
This leaves $5,000. 

Your father mumbles every now and then, “It’s the 
depreciation that did it,” and I don’t know what he 


Section 721—Less Glamor, More Relief 





Tax Expert, Corporal Joe, Needed on The Home Front 


tion by the Tax Court in such cases is not reviewable 
by any other court or agency. If the particular ques- 
tion relates to income derived from discovery, re- 
search, development, or the like, the decision of the 
Tax Court is reviewable by a special division of the 
court and its decision is then final. 

The only Section 721 controversy that has thus far 
been adjudicated by the Tax Court and officially re- 
ported, fell within the catch-all category of classes 
of abnormal income. It involved a situation in which 
the taxpayer collected in 1940 the proceeds of insur- 
ance policies upon the life of an officer. In this case 
(Premier Products Co., 2 T. C. 445), the court held 
that the Commissioner had not abused his authority 
in providing that mere investment in prior years is 
no basis for allocating abnormal income under 721. 
The taxpayer tried to attribute the gain to the various 
years in which it paid insurance premiums. But the 
Tax Court found this contrary to the regulations 
which provide that no portion of an item of net abnor- 
mal income is to be attributed to any previous year 
solely by reason of an investment by the taxpayer 
in assets, tangible or intangible, employed in or con- 
tributing to the production of such income. 

As a relief measure from the inequitable applica- 
tion of a new and complicated excess profits tax, Section 
721 is necessarily still in its infancy. It needs further 
amplification by legislation. It will undoubtedly also 
be further clarified by regulations and court decisions 
as experience highlights its manifold problems by 
actual application to specific facts and conditions. 
Even in its present form, however, and in the present 
state of the regulations, it holds out some real pos- 
sibilities for relief. [The End] 


By ROBERT S. BOWDITCH 


means, except that the income tax man told him he 
had to multiply the cost of the house by 3% for 
20 years; which is how long we lived there and of 
course we wouldn’t have sold it except you and Louis 
and Louisa have all gone from home now, and subtract 
from one-half of what it was sold for. That makes 
$3,000. $3,000 from $5,000 leaves $2,000. This is our 
new cost, but Joe, the house cost $11,000. So since 
our cost is $2,000 on the house and we received $3,000 
less $500 for the land—that comes out—Papa owes 
tax on income of $500. 

Papa was so mad and he had gone to the court house 
in his Sunday clothes that he slammed his derby, that 
I gave him for Christmas, on the government man’s 
desk where he punched a hole clean through it on 
the paper spindle. The hole can be fixed, but when 
Papa put the hat on his head again he forgot about 
the spindle and he came in the house with the spike 
sticking straight up through the hat like a horn. 

The man told Papa that maybe he could apply Sec- 
tion 117, whatever that is, and then he would have 
to pay taxes only on half that amount, but I’m apply- 
ing cold towels. 

I know this isn’t as exciting as your shooting those 
big guns but it’s all the news I have for now. 

Mama 
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largely to personal income tax administration. In 

this instance the most fundamental instrument is 
form 1099 on which payers supply the Treasury with 
data respecting payments and the identity of payees. 
Among the important classes of data thus reported are 
statistics of wages and salaries, interests, dividends, 
and, in some cases, rentals. 

The reports are submitted at the end of each calendar 
year for each employee receiving more than a specified 
wage or salary, for each stockholder receiving more 
than a specified aggregate amount of dividends, etc. 
These reports are matched in the Bureau of Internal 
Revenue with the record of payment by the individual 
taxpayer. In instances in which no report of taxes 
is found or in which the aggregate amount reported 
is inconsistent with the 1099 record the information is 
sent to the collector,’ so that he may discharge his 
duty of securing a return and collecting a tax from 
the delinquent individual, or of ascertaining that the 
apparent delinquent has actually already filed a re- 
turn and, if required, paid his tax. 

Certain elements akin to the individual information 
procedure are involved in federal corporate income tax 
administration and in the handling of excess profit 
taxes. The extent, however, to which the device is 
employed in any area outside of the personal income 
tax field is extremely limited.? 


I yeah aah use of information returns is confined 


State Use of Information Returns 


The state government’s use of information at the 
source is very much more extensive, although the cov- 
erage is not uniform.’ In the first place, those states 
which employ individual income taxes almost invari- 
ably utilize information returns identical in principle 
with those employed by the Bureau of Internal Rev- 
enue. The method of matching with returns varies, 
but the differences are of technique rather than of 
purpose or of over-all methodology. Idaho checks 
the frequently omitted amounts paid to city council- 
men, village trustees, aldermen, etc. State salaries 
may be checked by the state treasurer’s or comp- 
troller’s list.* 

In addition, practically all state governments secure 
and utilize information returns incident to excise tax 
administration, such as, for example, gasoline and dis- 
tilled spirits sales taxes. In the case of the former, 
which may be regarded as typical of excise tax admin- 
istration, at least two classes of information returns 
are commonly used: (a) reports by refiners who ship 
fuel to the taxpayer, and (b) reports by carriers who 
make deliveries of such products. If the refiner re- 
ports on interstate sales, the reports are originally 





1The accounts and collections unit of the Bureau follows up on 
such references when it audits the collectors’ offices. Interview 
with Deputy Commissioner George J. Schoeneman and Mr. Hawkins, 
June, 1942. 

2 E. g., information returns are required to be filed by transfer 
agents. The flying squads of the miscellaneous tax unit, however, 
uncover the large deficiencies by investigating various records. The 
Attorney General’s Committee on Administrative Procedure, Ad- 
ministration of Internal Revenue Laws, Monograph 22, Vol. II, 
1940, p. 124. This paper relates to mid-1942. 

8’ All income tax states except New Hampshire, which has a lim- 
ited tax on interest and dividends, require payers of income to 
report individual payments by amounts. 

*W. W. Heller, State Income Tax Administration, University of 
Wisconsin (Ph. D. Thesis), p. 158. This valuable report will be 
published shortly by Public Administration Service. 
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transmitted to the state in which the vendor has his 
place of business. They are then forwarded to the 
state to which shipment is made. In the instance of 
those states which measure the gasoline sales tax by 
the amount of fuel which the taxpayer receives, data 
shown on both of these information reports should be 
directly comparable with the amount of fuel shown 
as received by the taxpayer himself. In those cases 
in which the amount of the tax is measured by the 
taxpayer’s sales, the quantities reported in information 
returns are indirectly comparable, and are reconciled 
through additional facts required of the taxpayer. In 
similar, but perhaps less complete, fashion are excises 
of several other sorts checked by states. The degree 
of effort devoted to this purpose varies with the state 
and with the tax, but the general principle of utilizing 
information at the source is widespread. Mailing lists 
for the distribution of information returns have been 
an effective tool utilized by many states.® The states 
could benefit by following the Bureau’s practice of 
requiring reports of interest paid on certain unregis- 
tered bonds through the use of ownership certificates. 
Also the Wisconsin resort to corporate reports on 
capital stock transfers is a useful additional informa- 
tion-at-source device.® 


Federal Compliance Techniques 


In the instance of the federal collectors operating 
under the supervision of the Commissioner of Internal 
Revenue, general compliance effort is predicated on 
several bases. For individual income taxes, much the 
most important is the use of form 1099 already alluded 
to. In that case and in other instances a second tech- 
nique, which is apparently always invoked as to in- 
come and excess profit taxes, is securing either 
returns or explanations of non-filing from taxpayers 
of the previous year.” In at least some collectors’ dis- 
tricts, however, the follow-up by this approach is in- 
complete; and the extent to which this means of 
inducing compliance is effective cannot be estimated. 
A third method, particularly applicable to certain of 
the federal excises, is that of dependence on the initia- 
tive of field deputy collectors. In some instances this 
may be a substantial compliance factor. Certainty 
of prosecution for deliberate failure to file returns is 
a valuable compliance instrument; but, if legal action 
is threatened, the exact character of the action is ol 
little import.’ Publicity as a technique of securing 
compliance is decidedly effective. Radio talks, press 
releases, public notices, for example, all contribute to 
taxpayer filing. Taxpayers generally, however, sup- 
ply evidence that compliance techniques, other than 
through publicity, prior-year records, and information 
returns, are used relatively little for all kinds of fed- 
eral income and excess profits taxes. In short, these 
three means of securing taxpayer compliance with re- 





5 Ibid., p. 147. 

® Ibid., p. 144. 

™The building up of a ‘‘tax clientele’ is peculiarly dependent 
upon establishing the filing habit, especially at the lower income 
levels. Heller, op. cit., p. 216, and ‘‘Taxation of Small Incomes 
and Collection at the Source,’’ Revenue Act of 1941, Hearings before 
the Committee on Finance—United States Senate, 77th Cong., 1st 
sess., p. 407. 

8’ Heller, State Income Tax Administration, p. 189. 

® Ibid., p. 134, Cf. F. R. Carpenter, ‘“Taxes Men Live By,’’ Pro 
ceedings, Naticnal Tax Conference, 1942, pp. 52 ff. 
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Records, Audits 


By JAMES W. MARTIN 


quirements as to filing are the Treasury’s chief 
dependence. 


That federal compliance is easier to obtain than is 
state compliance is suggested by the fact that, not- 
withstanding the differential efforts of states, the Bu- 
reau of Internal Revenue in most cases secures an 
equal or superior number of taxpayers to the number 
contributing state taxes.*° The result appears to arise 
from two considerations. In the first place, in most 
parts of the country the federal government enjoys 
greater prestige than does the state government. This 
is due in certain states to state administrative incom- 
petence and general governmental laxity. It appears 
to be due in all states, or at least in an overwhelming 
proportion of them, to the fact that a law violator 
is more certain of justice in a federal than in a state 
court. In the second place, the advantage of the 
federal government arises from the absence of the 
jurisdictional problems confronted by the states. 
Moreover, in a considerable number of cases, if one 
may trust a small sample check, taxpayers file returns 
in federal districts other than in the districts of their 
residence, and thus render federal collection district 
data not wholly dependable as a source of statistics 
comparable with those for states. 


State Compliance Technique 


State governments employ more varied compliance 
techniques. Some states utilize compliance plans in 
a completely systematic manner and others more or 
less sporadically. As to state income tax compliance, 
most states employ all of the means used by the Bu- 
reau of Internal Revenue but perforce somewhat less 
completely; and, in addition, many of them check 
state returns against federal in order to secure reports 
by taxpayers who have filed for federal but not for 
state tax purposes. In addition, also, many state tax 
departments utilize the records of different state tax 
and non-tax agencies as a means of checking compli- 
ance by individual classes of taxpayers. Among the 
practices sufficiently fundamental that they should 
apparently be regarded as standard are the following: 
(a) income and tangible personal property tax records 
are checked against each death tax return ; 7 (b) states 
having intangible property tax records check them for 
income tax compliance and vice versa; (c) general 
sales tax returns are checked against income tax re- 





” Heller, op. cit., p. 202. 
Heller’s book, pp. 287 ff. 

"Towa, Virginia, and Wisconsin make income tax clearance a 
Prerequisite to a final closing of estates. Jbid., pp. 153-154. 


Consider, however, the appendix in 


Intergovernmental Fiscal Relations. 


Mr. Martin, is Director of the Bureau of Business Research, University of 
Kentucky. He gratefully acknowledges the assistance of Harry Davis, now Executive 
Assistant to Kentucky Commissioner of Revenue; H. Clyde Reeves, now an officer in 
the United States Navy; Orba F. Traylor, now an officer in the United States Army; 
and Glenn D. Morrow, Research Assistant, University of Kentucky Bureau of Busi- 


ness Research. 


Comparative Efficiency of Tax Administration 


This is the third of Mr. Martin’s series on tax administration. 
adapted from a report the author submitted September 1, 1942, to the Committee on 
The author is grateful to the Committee and 
the Treasury for permission to publish these studies. Neither the Committee nor the 
Treasury is in any way responsible for the contents of this article. 


turns;** (d) property and income tax records are 
checked with all varieties of excise returns as well as 
with workmen’s compensation insurance records; *™ 
(e) public utility tax compliance is checked against 
utility regulatory agencies’ records; (f) corporate tax 
compliance data are checked with corporation charter 
records ; ** (g) unemployment compensation wage rec- 
ords are checked with personal income tax returns. 

In addition to employment of official tax and other 
state records incident to securing compliance, many 
states work through other sources of local data, such 
as lists of professional and semi-professional licensees, 
telephone and other directories, farmer purchases and 
sales records, warehouse records, bank deposit rec- 
ords, and safety deposit boxes (although the extent to 
which bank deposits may be checked is often rather 
narrowly restricted by law), and other comparable 
information sources.‘* The power to estimate in- 
comes of recalcitrant taxpayers, if enjoyed at all, is 
little used.” 


Federal Collection 


Collection is an important phase of tax administra- 
tion. Speaking generally, it is a functional area in 
which technical expertness counts for relatively little 
and administrative management for much."® 

The entire federal internal revenue collection ma- 
chinery is controlled by the accounts and collections 
unit of the Bureau of Internal Revenue. Collections 
are made directly in each of the 64 offices of collectors 
of internal revenue,’® supervised by the Bureau 
through traveling auditors as well as directly through 
manuals, orders, reports, etc.2° The bulk of tax pay- 
ments is remitted to the collector’s office by mail or 
directly by over-the-counter payments. So far as 
field collections are necessary, the activity is handled 





122 Towa, South Dakota, and Utah have so integrated their sales 
and income tax field forces that field audits are made for both 
taxes at once. Ibid., p. 219. 

13. W. W. Dansie, ‘‘Utah’s Methods of Tax Auditing,’’ Proceedings 
of the National Association of Tax Administrators, 1938, pp. 36-37. 

14 Such audit practices are greatly facilitated in highly integrated 
administrative structures such as are found in Delaware and Utah. 
See Delaware Organization Chart, 1940; the Utah Organization 
Chart, January 1, 1942; Utah Tax Commission, Biennial Report, 
1940; and Heller, op. cit., chaps. ii and vi. 

% Heller, op. cit., p. 189. All these methods have been used in 
Kentucky. 

16 Cf., ‘“‘Statement of Albert G. Hart,’’ Revenue Act of 1941, Hear- 
ings before the Committee on Finance—United States Senate, 77th 
Cong., 1st sess., pp. 387 ff., at 402-415 (submitting paper by Walter 
W. Heller). See also Heller, op. cit., p. 164. 

17 Argentina is reported as making considerable use of the device 
of presumptive tax liability, with the burden being on the taxpayer 
if he contends his liability is less. Simon G. Hanson, ‘‘The Income 
Tax in South America,’’ TAXES—The Tax Magazine, June, 1936, 
p. 342. 

18 Tax accounting, separately discussed in this installment, is an 
important adjunct to collection. 

12 As will be recalled, each collector is politically appointed by 
the President. 

2 That the accounts and collections unit, largely through col- 
lector offices, must also administer pay roll taxes and make certain 
audits and other investigations destroys the functional unity of 
the agency. 
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by the deputy field collectors under the immediate 
supervision of a chief. These officers make every pos- 
sible effort to secure payment without legal action. 
However, they are authorized, if necessary, to file 
liens, distrain property, and in general to do what is 
essential under the statutes for collecting delinquent 
taxes. 

Identity of office and field collection management 
is generally considered important to effective admin- 
istration. The collector’s office, formally at least, en- 
joys such integration. There is in practice, however, 
a considerable gulf between the operating office divi- 
sions of a collector’s office and the field deputy staff. 
Some chief field deputies convey the impression that 
they regard the field operations as a separate entity 
with many bosses. The flow-of-work arrangements 
and other evidence from sample observations suggest 
that if the separateness is sufficient to impede action 
or impair morale it is because the collector himself is 
administratively inactive, rather than the result of any 
essential weakness in the plan. 

An outstanding accomplishment of collectors’ offices 
lies in their maintenance of good relationships with 
the public. In a fairly extensive survey of taxpayer 
viewpoint practically no criticism of collectors was 
discovered on other than technical grounds.” Pos- 
sibly the explanation lies in the fact that taxpayers 
generally believe these officers play no favorites and 
in the fact that most collectors devote themselves per- 
sonally to public relations problems. 

As suggested in connection with the discussion of 
record keeping, collector offices have comparatively 
crude physical equipment for discovering and follow- 
ing up on collection work. Aside from recording 
weaknesses, which result in personnel expenditures 
for work that machines ordinarily perform in modern 
business and tax administration offices, there is scarcity 
of addressograph equipment and certain other office 
conveniences for collection work which a public utility 
office, for example, would take for granted. In view 
of these characteristic shortages collectors cannot be 
expected to do an especially good technical job. Some 
observers would add that the work is made doubly and 
unnecessarily difficult by reason of the audit and pay 
roll tax administration duties which divert them from 
compliance and collection activity.”? 


State Tax Collection 


In the state as in the federal service the collection 
function is understood to embrace compliance work. 
The states, lacking the uniform plan which federal 
collectors follow, handle such activity in numerous 
ways. In some, the task is performed through the 
agency of a local official; *° in some, the unit which 
ascertains liability conducts its own collections. In- 
creasingly, the states are organizing units to handle 
all collection work, or at least all office collections, 
depending on circumstances in the individual state.** 

Information respecting state tax department me- 
chanical equipment for facilitating collection and com- 





71 Thus, there was objection to the assignment of audit functions 
to collectors; there was adverse criticism of conditions which gave 
rise to ‘‘jurisdictional disputes,’’ or at least misunderstandings: 
but there was no outside adverse comment on collectors as collectors. 

2 Observation suggests that the administration of pay roll taxes 
by the accounts and collections unit makes little difference in the 
collectors’ offices. 

73 California makes forcible collections through the county sheriff; 
Kentucky collects motor vehicle registration and motor usage taxes 
through the county court clerk; many states collect their property 
taxes through local collectors. 

* For example, in Colorado and Utah the collector’s office man- 
ages both field and office collection work: in Kentucky the field 
work is separately controlled. 
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pliance work is limited. However, from the principal 
tax department or departments of 31 states certain 
data have been made available through the courtesy 
of individual administrators. The facts are shown in 
Table 1 in order to throw as much light as possible 
on this aspect of the problem of appraising adminis- 
trative efficiency at the state level. 

In principle, the reasons for integrating all collection 
and compliance administration and freeing responsible 
personnel from other duties—particularly duties which 
conflict, such as auditing—are the same in state as in 
federal tax administration. Many states lack moderniza- 
tion along this line; however, many of those which do 
not have a general collection unit do employ separate 
personnel for making collections from the group 
charged with determining taxpayer liability. An illus- 
tration is found in the California Board of Equaliza- 
tion sales tax field staff in which the collector field 
personnel is generally separate from the auditor staff.” 
The current tendency in state administration is toward 
compliance with the maxim that those who determine 
liability shall not make collections. Much progress 
remains to be achieved along this line. 

Adverse criticisms of state collection machinery are 
directed toward the assignment of audit and collec- 
tion functions to the same staff and also more gen- 
erally toward the maladministration of collections. 
As to the latter, some state collection agencies have 
been inclined to “go easy” on demanding payments 
due from influential persons. Experience both in 
states and in the Bureau of Internal Revenue tends to 


TABLE 1. 


MECHANICAL EQUIPMENT IN PRINCIPAL 
TAX DEPARTMENTS OF 31 STATES 


Number of departments 


Type of equipment Use Donot use 
Addressing machines ............. 21 10 
I raed 6 aga ac'e as 24 7 
re creeds Seni Withheld 5 26 
Electric calculators .......... .. ae 6 
Electric adding machines .... o« a 6 
Photographic machines ae 18 
Other duplicating or computing 

equipment .......... 11 20 


Source: The data, assembled by the University of Ken- 
tucky Bureau of Business Research through direct corre- 
spondence, are lacking for a number of states which have 
considerable integration of tax administration, e. g., New 
York, South Carolina, and Wisconsin. 


show that the practice is, on the whole, of question- 
able political advantage—quite aside from its distor- 
tion of the distribution of the actual tax load. 

One specific area in which some state tax collection 
agencies operate at a distinct disadvantage as com- 
pared with federal collectors grows out of legal re- 
strictions on the use of standard enforcement methods. 
So far as the principal issues can be answered in cate- 
gorical terms, the facts for the states reporting are 
reflected in Table 2. Some states can use a given in- 
strument for enforcing collection in the case of certain 
taxes and not in the instance of other taxes.”® 


Federal Accounting 


The federal taxpayer accounting plan is archaic in 
the extreme. The present system was evidently de- 


* The separation in this case is not complete. 

** Although the Bureau generally is not seriously handicapped 
along this line, there are exceptions. See Norman D. Cann, As- 
sistant to Commissioner of Internal Revenue, ‘‘Statement,’’ Hearings 
before the Subcommittee of the Committee on Appropriations, 77th 
Cong., ist sess. on Third Supplemental National Defense Appro- 
priation Bill for 1942, Part I, p. 381. 
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signed to meet conditions which existed years ago, 
and the uniform plan of taxpayer accounting has sub- 
sequently been used on whatever type of recording 
problem that arose. Thus, many individual taxpayer 
accounts are kept expensively, belatedly, and in a 
fashion not conducive to ready accessibility for cur- 
rent control or compliance purposes. The collectors’ 
offices have been forced to follow accounting methods 
and procedures for certain new tax measures that are 
inappropriate for handling the particular measure. 
For example, machinery designed for annual or occa- 
sional taxes must be used for monthly recordings in 
connection with which compliance work is of prime 
importance. The block ledger plan is a misfit in such 
an application.” 


State Accounting 


Among the states, the effectiveness of accounting 
for taxpayer remittances and taxpayer obligations 
differs widely.”* In the case of disintegrated adminis- 
trative practices, individual ledges are frequently 








TABLE 2. 


CERTAIN LEGAL LIMITATIONS IMPOSED ON 
STATE TAX COLLECTING AUTHORITIES 
IN 31 STALES 

No 
Yes No answer 
Legal power vested in the administra- 
tion to: 
(1) Compromise disputed tax claims? 14 13 
(2) Waive penalties or relieve taxpay- 
ers of penalties assessed as a result 
of late filing or late payment of tax? 19 9 
(3) Stop collection activity if cost of 
enforcement is deemed excessive? 13 14 
(4) Attach property for delinquent 
taxes? ey ee ee 23 3 
(5) File suit for delinquent taxes?.... 24 2 
6) Distrain (or issue execution 
against) property for delinquent 
Ee a SPREE EEE ore et Oh 21 6 4 
Source: The data, assembled by the University of Ken- 
tucky Bureau of Business Research through direct corre- 
spondence, are lacking even for a number of states which 


have considerable integration of tax administration, e. g., 
New York, South Carolina, and Wisconsin. 
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posted by hand. Aside from other objections, this 
practice ordinarily seems to be indefensible on the 
ground of its expensiveness. In other states, the most 
modern machinery is used. Indeed, one department 
of an individual state may employ extremely crude 
recording devices while another administrative unit 
in the same state utilizes the most modern equipment. 
This is the situation, for example, in several states 
which have imposed general sales taxes, and which 
continue to collect several miscellaneous taxes. The 
sales tax administration in some cases involves mod- 
ern recording techniques and procedures alongside 
“pen-pushing accountants” of the early nineteenth 
century type in nearby offices handling other tax ad- 
ministration functions. 

So it is with respect to adequate utilization of ac- 
counts as a means of control. In some instances the 
records assure complete control over all employees 
and provide a basis for dovetailing with general ac- 
counting records maintained by the state’s official 
accountant.”® 





7 Accountants indicate, moreover, that the Elliott-Fisher machines 
uniformly used are much slower than alternative block recording 
bookkeeping equipment. 

*8 Cf. various authors, ‘‘Tax Accounting and Auditing Procedures,”’ 
Report of Proceedings, National Association of Tax Administrators, 
1938, pp. 23-40. 

One more or less usual efficient control plan may be briefly 
sketched. As remittances and returns are received, each return 


Comparative Efficiency of Tax Administration 


The kind of accounting equipment used does not tell 
the character or usefulness of the records kept. How- 
ever, the extent to which states use modern bookkeep- 
ing machines may be helpful in considering the record 
keeping efficiency. Table 3 shows in summary how 
posting is done in the principal tax offices of 31 states 
for which data have been obtained. In Nevada, one 
of the states which post ledgers by hand, the volume 
of business is perhaps not sufficient to justify mech- 
anization. No explanation of the Massachusetts use 
of hand posting is apparent. In the 29 of the 31 states 
which use mechanical posting plans, Table 4 shows 
that the Burroughs is the most popular machine; the 
International Business Machines take second place; 
the National Cash Register and Elliott-Fisher tie for 
third place; and other brands are used in but one or 
two reporting states. Several states use two or more 
brands. Arkansas, for example, uses Burroughs, 
I. B. M., and Elliott-Fisher equipment ; and Colorado 
uses both Burroughs and Remington-Rand. 

On the whole, it is almost impossible to generalize 
about the relative effectiveness of federal and state 
accounting records. Aside from the fact that certain 
state records are of the old-fashioned manual type, it 
may well be doubted whether any entire state with 
reasonable administrative integration has an account- 
ing system as inadequate to the needs of its tax system 
as is the federal scheme in relation to the tax system 
of the United States.*° At the same time, some indi- 
vidual state departments have alleged accounting in- 
stallations which yield no record control of any sort. 
Certainly, however, in those states which have pro- 
gressive tax administration, accounting plans are 
decidedly superior to the uniform plan employed in 
collectors’ offices; and the state control records are 


generally at least as adequate to their purpose and 
are definitely less clumsy. 


Collectors and the Audit Function 


Auditing follows compliance in the sense that the 
latter is concerned with securing taxpayers’ general 
obedience of the tax law; whereas the former seeks to 
ascertain that the taxpayer’s obligation to the govern- 
ment is exactly satisfied—no more, no less. In some 
respects, therefore, the audit is the most important— 
as it is certainly the most technical—phase of tax ad- 
ministration. The federal setup for conduct of audits 
needs to be merely sketched. 

In a sense, collector staffs are assigned residual 
audit functions. Most of the auditing work incident 
to administration of the following taxes is assigned 
to the collector offices: pay roll taxes, production taxes, 
and all manufacturers’ and retailers’ sales taxes except 
alcoholic beverage taxes. In addition, these offices 
have final responsibility for handling all individual 
income tax returns filed on form 1040A and certain 
classes of 1040’s. Saying the same thing another way, 
the collectors have some audit responsibility for prac- 





and each check are validated with an identifying number and each 
is batched. A cashier counts the batch of remittances, A posting 
clerk posts taxpayers’ accounts and, as a by-product of that proc- 
ess, prepares a journal. The journal record for each page, that 
is for each batch, as totaled is checked with the cashier. There 
must be a balance of total cash against the record of total taxpayer 
credits for each batch, Thus are the workers subject to control. 
Meantime a copy of the journal is employed for transmittal with 
the daily deposit to the state treasury. The state accounting 
officer utilizes the journal total as a posting medium and thereby 
obtains in the general accounts full record control over the credits 
to individual taxpayer accounts. . 

* The awkwardness of the Treasury plan prescribed for, and used 
uniformly by. cojlectors of internal revenue is attested, for illus- 
tration, by the need which has been confronted—and met—for a 
record for compliance purposes which is more usable. The supple- 
mental compliance device is really a duplicate ledger. 
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tically all taxes except the income and excess profits 
tax group (other than small individual income taxes), 
alcoholic beverage taxes, and the estate and gift taxes. 


TABLE 3. 


METHOD OF POSTING ACCOUNTS BY PRIN- 
CIPAL STATE TAX COLLECTING DEPART- 
MENTS, JANUARY 1, 1942 


Number of 


states 
(3) Samed ented OUR. «...... 2 22 +2. ss: z 
(2) Mechanical equipment used exclusively for 
PIII Scr es Gt oe peering Wade une iors Se A 20 
(3) Hand posting as well as mechanical......... 9 
Source: 


The data, assembled by the University of Ken- 

tucky Bureau of Business Research through direct corre- 
spondence, are lacking even for a number of states which 
have considerable integration of tax administration, e. g., 
New York, South Carolina, and Wisconsin. 


The collectors, however, lack technical accounting 
staffs in the strict sense. The office audits are substan- 
tially proving operations somewhat extended but per- 
formed mainly by clerical staff. The field deputies, 
generally paid $1800 to $2400, are charged with in- 
vestigations which presumably should involve tech- 
nical auditing skills. Indeed, some examinations 
within the purview of these men are of such character 
as to challenge the best equipped accountants. For 
example, some of the manufacturers’ sales taxes re- 
quire the most intricate legal and accounting decisions. 

Informed opinion seems practically unanimous, out- 
side Bureau circles, that assignment of field deputy 
collectors to audit functions represents a wasteful pro- 
cedure in three senses. (1) The “audits” made by 
such unskilled workers are not made on the whole 
with sufficient ability to protect the integrity of the 
public revenue. This consideration in itself, if it is 
well founded, seems to constitute a strong argument 
against the assignment of collectors to audit duties. 
(2) The incompetence with which audits by field 
deputies are conducted allegedly results in a loss of 
Treasury prestige that is damaging to general tax 
administration efficiency." (3) Audit functions are 
inconsistent with, and ‘divert field deputy collectors 
from, their primary responsibility for collection and 
compliance activity. Whether these viewpoints are 
well founded may be less important than the fact that 
taxpayers and public officials alike believe they are.*? 


Revenue Agents of Miscellaneous Tax Unit 


The Bureau does provide 60 or 70 revenue agents 
who assist field deputy collectors with audits of taxes 
subject to the jurisdiction of the miscellaneous tax 
unit—generally taxes, except those on pay rolls and 
small incomes, for which deputy collectors make 
audits. In view of the fact that the number of these 
agents is scarcely as great as the number of collectors’ 
offices and that the agents appear to be assigned 

mainly to special tasks, such agents, though no doubt 
helpful and distinctly to be desired, cannot greatly 
alter the audit tasks of deputy collectors. 


Audit of Income, Estate and Gift, and 
Alcoholic Beverage Tax Records 


Three classes of taxes for which the federal gov- 
ernment undertakes to make specialized audit staff 





* The situation is illustrated by the experience of a midwestern 
large merchant and manufacturer who, after highly flattering com- 
ment on the audits by the staff of the income tax unit of the Bureau, 
Says that the collectors’ deputies who attempt to conduct-audits re- 
quire an unreasonable amount of work of the company and then 
make unreasonable decisions—some of them apparently favorable 
and some unfavorable to the taxpayer. 
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available are the income group, including individual, 
fiduciary, partnership, corporate, and excess profits 
taxes; estate and death taxes; and alcoholic beverage 
taxes. The primary staff of auditors is provided by 
the income tax unit. This organization not only main- 
tains a staff of agents for handling the unit’s own 
work, but administers the staff which does estate and 
gift tax field audit and appraisal work for the co- 
ordinate miscellaneous tax unit. The alcohol tax unit 
separately maintains a corps of agents for audit and 
other investigating activity throughout the country.” 

The agents of the income tax unit are those tech- 
nical employees of the Bureau whom business men 
have in mind when speaking of federal tax auditors. 
The organization through which they operate is 
rather complicated. The country is divided into 
38 divisions and a group of agents under an agent in 
charge is assigned to each. In each office, the agent 
in charge organizes the individual agent’s work under 
a reviewer or a group chief of which each division may 
have several. The individual income tax agent makes 
investigations in the office of the taxpayer ** under 
the supervision of his group chief. In general, if a 
controversy arises between the taxpayer and the agent 
the case may go to conference in the office of the agent 
in charge. Failing settlement before the conferee it 
is transferred to the technical staff, the official settle- 
ment agency of the Bureau. The technical staff, 
though administered from Washington directly from 
the office of the Commissioner,*® handles at present 
the same kinds of cases as are audited by the income 
tax unit. 

If on examination it appears that a taxpayer has, 
or may have, practiced fraud, the case is brought to 
the attention of the intelligence unit, an agency which 
is charged generally with Bureau criminal investiga- 
tions and which is separate from the income tax unit. 
The special agents of the intelligence unit, in conjunc- 
tion with the agent who originally made the audit ora 
different one assigned by the agent in charge,*® will 
proceed to further study of the case—the former pri- 
marily concerning himself with evidence of crime and 
the latter with tax liability, but each cooperating with 
the other. 


TABLE 4. 


BRAND OF POSTING EQUIPMENT USED IN 
29 STATES, JANUARY 1, 1942 


Number of 


states 

MN ha years 1 Ai archaea Oe 18 

Li) atl ais et ROE ae aa eee ee ee NE eal ik 
ON od Piece nhs Salausaahue wo 3 
ee ee eee y 
National Cash Remister. .... 26 occ cccie ss 3 
Underwood ........ Sah hn ee We gets. Rataela 1 
I EE oon eo lemme eso 4 


Source: The data, assembled by the University of Ken- 
tucky Bureau of Business Research through direct corre- 
spondence, are lacking even for a number of states which 
have considerable integration of tax administration, e. g., 
New York, South Carolina, and Wisconsin. 








The audit report, in cases handled by the income 
tax unit, is sent to Washington for review and filing. 
The “post review” is conducted by a staff of highly 





32:One officer puts the matter: ‘‘There are no real audits for 
federal tax purposes made outside the income and alcohol tax 
units.”’ 

33 The method of handling alcoholic beverage taxes renders aud:t- 
ing a comparatively small part of the unit’s work. 

* There are also office audit groups. Estate tax groups, some- 
times only one in a division, operate similarly. 

3% Through 10 field areas. 

% In certain cases the agents in charge have a fraud group of 
investigators definitely specializing in such work. 
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trained income tax auditors organized into five regular 
divisions assigned on a geographical basis. The post 
review is designed essentially to secure uniformity of 
handling throughout the country and ordinarily is ter- 
minated by advising the agent in charge of any irregu- 
larity in the audit. However, in about 0.5 per cent 
of the cases sent to the field the matter is reopened 
with the taxpayer for a new settlement consistent 
with the facts and the law as developed on review. 

Speaking generally, those cases in which returns were 
sent back to Washington from the field without inves- 
tigation are most readily reopened on post review; 
even “compromise” and “conference” cases may be 
reopened if the provocation is sufficiently great—but 
only with the approval of the practices and procedures 
division of the Bureau’s income tax unit.** 

The audit and settlement work of the income tax 
unit has been criticized on numerous grounds. 
(1) The most usual criticism among technical tax 
experts are (a) that the men are required by Bureau 
policy to do many things adverse to long-run success, 
especially over-stress current- and past-year settle- 
ments as compared with longer- term planning,** and 
(b) that agents make numerous “nuisance assess- 
ments” which at once improve their records *® and 
involve amounts usually too small for taxpayers to 
contest. (2) Agents are incompetent. This accusa- 
tion usually is accompanied with an admission that 
the auditors generally are of first-rate caliber but that 
a few impair the reputation of the group. In various 
sections the few exhibiting marked shortcomings are 
described as (a) women assigned to tasks too big for 
them, (b) men near retirement age who are “coast- 
ing,” and (c) young men inadequately seasoned for 
the work and sometimes suffering from an exaggerated 
sense of their own wisdom. (3) Agents by reason of 
Bureau policy waste a great deal of valuable time 
doing clerical work. This criticism applies especially, 
so it is said, to agents doing estate and gift tax work 
—the highest salaried group—and to those assigned 
to all classes of audits working from offices not at the 





“In the post review of the staff’s settlements, there is the same 
effort to maintain uniformity. No cases, however, are reopened 
as a consequence of this post review. Speaking of one state’s audit 
and investigation machinery, one prominent student of income tax 
administration remarks apropos of the whole federal investigational 
structure; 

‘Even with its defects, it is certainly superior to the Federal 
hodge-podge, with the Agent, the Collector, the Technical Staff, 
and occasionally the central office having separate and often 
uncoordinated fingers in the pie. It was my impression that 
coordination of three types was needed: 
(a) Between Washington and the field; 
(b) Among the diverse administrative agencies operating within 
a given area; and 
(c) Among the offices of the same level operating in different 
areas. 
It may be that such coordination is somewhat of a prerequisite to 
Federal-State administrative coordination. It was particularly bad 
as between Collectors’ and Agents’ offices, with personnel in each 
not sure of their jurisdiction nor of what the other agency was 
doing.”’ 

%8 See Installment 

% Ibid. 

* Respecting inadequacy of clerical aid and of physical equip- 
ment in both agents’ and deputy collectors’ offices, an experienced 
investigator made the following observations regarding the situation 
in one state capital. 

“T could hardly believe that the government does not provide 
a calculating machine or even a typewriter for the use of the 
four agents. Incidentally these are crowded into one small office. 
In the Deputy Collector's office adjacent to that of the agents 
(both in the new post office building) the Bureau of Internal 
Revenue owns two typewriters. All of the furniture and other 
equipment has been provided by the Postmaster. A calculat- 
ing machine has been borrowed from the WPA. Incidentally, 
the various new alphabetical agencies seem to possess a large 
quantity of equipment. The offices of the Internal Revenue 
Department have been unable to obtain a fan. One man joked 
that you might as well ask for salary increase. The deputy 
collector had to pay for an extension telephone for an entire 
year at $1.00 per month at his own expense before the govern- 


5, for discussion of these policy matters. 


Comparative Efficiency of Tax Administration 









headquarters of the agent in charge. If agents spend 
their time checking values of securities regularly 
bought and sold—a task experienced junior clerks can 
do as well—or typing long-hand reports—a job for a 
good typist receiving perhaps one-fourth the agent’s 
rate of pay—then, unquestionably much clerical work 
is done inefficiently and at exorbitant cost. (4) Phys- 
ical equipment is inadequate,*® and efficient agents are 
thereby rendered unable to do good work. (5) Agents 
often adopt a belligerent attitude which impedes their 
own work and tends to develop taxpayer hostility 
toward the Bureau.*t (6) Agents and staff officers 


are frequently not sufficiently judicial-minded for 
their jobs.*? 


State Audits and Settlements 


Practice varies greatly from state to state respect- 
ing the extent and character of the audit program. 
Some kind of audit staff ** is maintained in practically 
every state, especially for work in gasoline, income, 
and general sales taxation. All varieties of excises 
and certain property taxes are increasingly receiving 
attention from accountants. As has been shown in 
discussing personnel, the states have auditors of in- 
adequate quantity and quality to accomplish some 
types of technical work. On the other hand, both the 
quantity and the quality of the excise audit staff in 
many states exceed similar provisions by the federal 
government.** However, some states, especially those 
that staff on a partisan basis, multiply collectors at 
the expense of adequate provision for audit personnel. 
Thus, not only does partisan policy result on the whole 
in inferior personnel of any particular class, but also 
it may lead to under-emphasizing work for which 
party workers are scarce. 


Quite aside from the size and competence of tech- 
nical staffs, the audit practice of the several states 
differs. Some states follow the policy of making gen- 
eral, thorough audits—whether they are needed or 


[Continued on page 185] 


ment finally agreed to provide this phone. He is provided with 
a city directory once every two years, although the changes 
in addresses and shifts in population here are considerable. 
“‘No stenographic services are provided for either the agents 
or the deputy collectors. They spend a great deal of time 
typing up their own reports. I was informed that if a stenog- 
rapher were employed to typewrite reports, answer the tele- 
phone, hand out forms, and other duties of this nature, both 
the agents and the deputy collectors could devote their efforts 
to the more useful and difficult tasks. It seems to me that the 
employment of a stenographer and the providing of proper 
and sufficient equipment would be good business for the 
government.”’ 

41 Observation in the field has been inadequate for an appraisal 
of this charge; however, it sounds plausible in the light of view- 
points expressed by persons in positions of responsibility for man- 
aging the audit program. 

A distinctly moderate statement of this viewpoint is quoted 
from a letter written by a tax attorney to a corporate official: 

“In my practice I have found that substantially all of the 
personnel were fair and reasonable and capable men with of 
course at times some rare exceptions, and I feel that they are 
all endeavoring to administer the tax laws as fairly as possible 
to the taxpayer. 

‘‘However, I have found, particularly in the more recent years, 
that in some cases the representatives of the government ap- 
proach a case with the idea of driving as hard a bargain for 
the Federal Government as is possible, not only on the law 
but on the facts. I have been told by some of them that their 
standing depends upon the amount of additional taxes that 
they can get in, and this in my opinion is an unfortunate con- 
dition that exists, as in some instances (but not in the ma- 
jority) I have had some of the representatives take very arbitrary 
positions and treat a case as if it were one between private 
individuals to seé who could make the best trade, This in 
my opinion is one of the more serious defects in the adminis- 
trative system.’’ 

43 See James W. Martin, ‘Efficiency of Personnel in Tax Admin- 
istration,’ TAXES—The Tax Magazine, February, 1944, pp. 50 ff., 
for consideration of personnel factors which are perhaps the most 
important determinants of state audit practice. 

“ Generally, this does not apply to alcohol tax work. 
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The author, an attorney in New York City, has 
several books on the subject of realty tax problems 
to his credit, such as “Taxation in New York” and 
“Reducing Realty Taxes.” 


barely had time to adjust them- 

selves to the complexities of 
the federal income, excess profits tax 
and renegotiation of excessive profits 
before they are faced with something 
new in the field of state taxation. 
This novelty in state corporate taxa- 
tion is what is known as the “Double 
Allocation Formula” ; but the apportionment or alloca- 
tion of a state franchise tax or a corporate excise tax 
where a corporation is engaged in an inter-state busi- 
ness has become more difficult since the enactment of 
the federal income tax and the adoption by many of 
the states of net income as the measure of the cor- 
porate tranchise, income or excise tax. 


or taxpayers have 





Allocation in the Capital Stock Tax Era 


Prior to 1913 many of the great commercial and 
industrial states taxed corporations for state purposes 
on the value of their capital stock. If the corporation 
was engaged in business within and without the state, 
the entire assets were segregated in and out of the 
state in accordance with the employment of its assets 
or capital. Under this method of franchise taxation 
on capital stock, there was no plan of segregation or 
allocation prescribed by the statute itself, nor was 
there any statutory requirement for the form of report. 
All the assets were considered in ascertaining the 
amount of capital stock employed in the state. 


Income Tax—Statutory Allocation 


The franchise tax measured by capital stock soon 
gave way to the franchise or excise tax measured by 
net income. Even before the federal enactment, Wis- 
consin, since 1911, had in successful operation a gen- 
eral income tax law. Connecticut followed in 1915. 
Massachusetts approved and adopted a similar rev- 
enue measure in 1916, and in 1917 New York enacted 
a franchise tax on manufacturing and mercantile 
corporations measured by net income returned to the 
United States Treasury Department. Since net in- 
come is a more elusive basis for allocation, each of 
these states used a statutory form of allocation as a 
basis for measuring the net income applicable to the 
business in the state. The taxable income in Wis- 
consin was apportioned on the basis of an arithmetical 
average of the following ratios: (1) realty and tangi- 
ble personal property (2) cost of manufacturing 
(3) sales. Connecticut’s original formula was based 
on realty and tangible property located in the state 
to the total of those items wherever located. Massa- 
chusetts’ apportionment formula was based on per- 
centages within the state and everywhere of (1) realty 
and tangible personal property (2) sales (3) payrolls. 
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SINGLE STANDARD versus DOUBLE 
ALLOCATION FORMULA 


By HENRY M. POWELL 


New York’s formula required apportionment of in- 
come on the basis of total value within and without 
the state of 

(a) realty and tangible personal property. 

(b) accounts receivable arising out of the sale of 
personal property and of services performed. 

(c) shares of stock of other corporations appor- 
tioned according to the value of the physical property 
in and out of the state representing such shares of 
stock. 

Cash, bonds and other securities were left out of 
the allocation. The allocation formula under the New 
York law may be symbolized by the following fraction: 


Average value New - New York bills and 


York tangible prop- + accounts receivable + New York stocks 
erty 


Total average value 


Total bills and ac- 
tangible property 


counts receivable 


The aggregate of these numerators divided by the 
aggregate of the denominators results in the statutory 
fractional allocation formula for the apportionment 
of net income earned in the state. 


Of the thirty-two states that have adopted a cor- 
porate franchise, corporate excise, or corporate in- 
come tax, at least ten have now adopted what is known 
as the Massachusetts formula, which may be sym- 
bolized by the three fractions or, percentages here- 
inbefore referred to, payrolls being used instead of 
stocks, the aggregate percentages to be divided by 
three. The result is the allocating percentage for 
determining the net income earned in the state. New 
York will probably be added to that list under a bill 
introduced by the State Tax Commission. This will 
substitute in New York’s allocation fraction, wages, 
salaries or payroll in place of shares of stocks. This 
then illustrates what is known as the Single Allocation 
Fractional Formula. The shares of stocks used in the 
New York formula will be set aside, with investments 
and other intangibles in the new formula, for a sep- 
arate allocation which has been called the “Double 
Allocation Formula.” 


This new formula in the proposed New York law 
may have had its origin in a meeting of the National 
Tax Association Committee on the Apportionment 
between States of Taxes on Mercantile and Manu- 
facturing Businesses in 1922, (Proc. 1922, p. 209) 
which recommended that interest, dividends, rents and 
royalties, less related expenses, should be allocated 
specifically to sources within and without a state. 
Since these, it was stated, formed no part of a trading 
profit, they did not need to be apportioned by formula, 
but could be specifically allocated to their proper 
sources, and this also held true for gains and losses 
from sales of capital assets. Thereafter, at a subse- 
quent annual conference the same committee (Proc. 
1939, p. 207) recommended that income from interest, 
dividends, royalties and the sale of intangible capital 
assets, less related expenses, should be allocated to the 
state where the business was conducted, and if such 
income could not be definitely assigned to any state 
in which the taxpayer was engaged in business, then 
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the income should be allocated to the chief office of 
the taxpayer. 


It will be noticed that this committee of representa- 
tive lawyers, accountants, tax administrators and 
economists, which had been studying the question of 
allocation for a number of years with particular con- 
sideration to the problem of uniformity in allocating 
income between the states on an equitable basis, said 
nothing about a double formula for the allocation of 
intangible property where such property was em- 
ployed in the business of manufacturing and mercan- 
tile corporations. And the reason for this may be 
found in that the committee’s research was confined 
to manufacturers and mercantile corporations. 


Origin of the Double Allocation Formula 


Perhaps a more accurate approach to the genesis 
of the so-called double formula of allocation for manu- 
facturing, mercantile and for certain financial corpo- 
rations may be found in the: recent history of the 
taxation of intangibles in New York. That state is 
not alone pre-eminent as a manufacturing centre, but 
in its principal city is located the New York Stock 
Exchange, through which most of the financial securi- 
ties of the country are bought and sold. Owing to the 
inelastic apportionment formula based on the ratio 
of receivables for merchandise, plus real and tangible 
personal property and shares of stock, there was much 
difficulty and litigation in the administration of the 
law in connection with corporations having few or 
no tangible assets, and whose intangible assets con- 
sisted of stocks, bonds and other securities, which 
were easily movable and adaptable to tax avoidance. 
The Annual Report of the New York Tax Commission 
of 1934 (p. 20) commenting on this situation states 
that out of one hundred thousand business corpora- 
tions, many were composed of affiliates or subsidiaries 
organized and located wholly or partially without the 
state. Some of these had few or no tangible assets 
and the intangibles consisted of stocks, bonds and 
other securities. Many of these corporations were 
adversely affected by the inelastic apportionment 
formula which denied them consideration for much of 
their capital investment and services rendered outside 
the state. Anomalies had resulted under the existing 
statutory formula, some unjust to the taxpayer and 
others unfair to the state. To remedy this, discre- 
tionary powers had been given to the Tax Commission 
giving weight to some factors not in the statutory 
formula. Since no final method had been included in 
the statute, the Courts had decided that such discre- 
tionary powers were a delegation of legislative 
authority. 

It was proposed to meet the objection of the Courts 
by a fixed rule within the law. The proposal was first 
to cover every normal case. It was then to provide 
for an alternate segregation of assets to measure busi- 
ness of a class not covered by the usual formula and 


to include factors appropriate to that character of 
business. 


Program of New York Tax Commission 


The New York Tax Commission proceeded to carry 
out these poposals in part, but only during the past 
year has a complete program been presented. Before 
this, amendments had been offered to the Tax Law 
(Ch. 201, L. 1937) affecting so-called Investment 
Trusts. These were given a strict and limited defi- 
nition, and their investments were also limited. To 
them was applied a lower rate of tax (41%4%), and a 


Single Standard v. Double Allocation Formula 


separate method of allocation than that used for ordi- 
nary business corporations. Dividends and interest 
were allocated in accordance with the location of the 
gross assets of the issuer or obligor corporation. By 
an amendment in 1941 cash on hand and on deposit 
was excluded from the corporate allocation as well as 
capital investments in, patents, copyrights, trade 
marks, good will. 

Holding corporations had been given.a narrow and 
limited definition under the 1917 law, and confined to 
corporations whose sole business consisted in holding 
the stocks of other corporations for the purpose of the 
control and management of other corporations and 
not in the business of buying and selling securities. 
On these corporations there was a tax of one mill on 
the net value of capital employed in the state, and at 
a greater rate if six percent or more dividends were 
paid (one-quarter mill for each percent of dividend 
declared). The statutory definition of a “Holding 
Corporation” limited it to the holding of stocks and 
the payment of dividends, and a foreign corporation 
might do these things and perform such other acts 
necessary to maintain its corporate existence (People 
ex rel. Manila El. R. R. Co. v. Knapp, 229 N. Y. 502), 
and still not be subject to the tax unless it was a New 
York corporation. Few holding corporations were, 
therefore, organized in New York. During the past 
year only $143,000 was collected from investment 
trusts and $300,000 from holding corporations. 


New York State Tax Commission Recommends 
Double Allocation Formula 


In 1943 the New York State Tax Commission pre- 
sented a report to Governor Dewey and offered a bill 
to the Legislature embodying its recommendations 
for tax reform. This bill, as an administrative meas- 
ure, will probably become enacted into law before 
April Ist. It will include a complete repeal of the 
present tax on business corporations but will contain 
in the re-draft of the statute many of the present 
sections of the law that have been the result of yearly 
amendments in more orderly and logical sequence, and 
there will be no change in the present remedial pro- 
visions. An important part of the program is the 
Massachusetts plan of allocation now used in ten other 
states, coupled with the “Double Allocation Formula” 
which will be used for the first time in New York state. 
These two new features of the New York tax law are 
not to become effective until 1945, and in the mean- 
time corporations are to submit with their next report 
the information required by this part of the law to the 
Tax Commission to determine how they will be 
affected by the new law. The purpose for this, as 
stated in the proposed law, is “The State Tax Com- 
mission is directed to submit to the legislature of the 
state immediately after January first, 1945, its recom- 
mendations for such additional amendments to the 
tax law as it may deem advisable in order more fairly 
to distribute such burden and further to encourage 
manufacturing and the transaction of other corporate 
business in the state.” 


The unique feature of the new law, which is now 
about to go on trial in New York, and which may, 
perhaps, be used as a model by other states is the 
so-called “Double Allocation Formula” and may be 
best stated in the language of the Report of the New 
York Tax Commission: 

“Business Corporations, Investment Trusts, and Holding 
Corporations should be brought under the same law with a 


flexible allocation formula and a flexible schedule of rates 
which could be applied to all * * *.” 
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Holding Corporations and Investment Trusts are not 
defined or limited as to holdings and as to business 
under the new law and the same method of allocation 
applies to business corporations controlling subsidi- 
aries. Thus Business Corporations, Investment Trusts 
and Holding Corporations will be subject to the same 
tax but with different treatment accorded to each class 
of income and capital. A “subsidiary” is defined as a 
corporation of which over 50% of its shares entitling 
the holders to vote for directors or trustees is owned 
by the taxpayer. And “subsidiary capital” means in- 
vestment in the stock of subsidiaries. “Investment 
capital” means investments in stocks, bonds and other 
securities, corporate and government, not sold to cus- 
tomers, exclusive of subsidiary capital. Dividends of 
subsidiaries are not taxed as income but the allocated 
capital of such subsidiaries is taxed at one-half mill on 
the first $50,000,000 and over that at a declining rate. 


The allocation of business income under the Massa- 
chusetts rule was adopted being based on (1) real and 
tangible personal property, (2) sales, (3) payrolls. 


Investment Income Under Double 
Allocation Formula 


The allocation of investment income under the pro- 
posed law is not quite so simple as that of business 
income, and it applies to investments of manufactur- 
ing and mercantile corporations (to the extent that 
they have investment capital and investment income), 
as well as to so-called “investment trusts”. The 
method of allocation in the proposed statute is as 
follows: 


“multiply its investment income, if any, by an investment allo- 
cation percentage to be determined by multiplying the amount 
of its investment capital invested in each stock, bond or other 
security (other than governmental securities) during the period 
covered by its report by the percentage, if any of the entire 
capital or the issued capital stock of the issuer or obligor 
thereof required to be allocated within the state on the report 
or reports, if any, required of it under this chapter for the 
preceding year, but without regard to any minimum; adding 
together the sums so obtained; adding thereto the amount 
of its investment capital invested during such period in bonds 
and other securities issued by the state or any subdivision or 
instrumentality thereof, and dividing the result so obtained by 
the total of its investment capital invested during such period, 
in stocks, bonds and other securities (other than obligations of 
the United States and its instrumentalities); provided, how- 
ever, that in case any investment capital is invested in any 
stock, bond or other security during only a portion of the 
period covered by the report, only such portion of such capital 
shall be taken into account, and provided further, that if a tax- 
payer’s investment allocation percentage is zero, interest received 
on bank accounts and obligations of the United States and its 
instrumentalities shall be multiplied by its business allocation 
percentage; * * * 


“The portion of the investment capital of a taxpayer to be 
allocated within the state shall be determined by multiplying 
the amount thereof by the investment allocation percentage 
determined as hereinabove provided; provided, however, that 
the portion of investment capital to be allocated within the 
state shall be not less than fifteen per centum, unless the 
taxpayer establishes to the satisfaction of the tax commission 
that less than fifteen per centum of its investment capital is 
employed, and less than fifteen per centum of its investment 
activities is conducted, within the state. * * *” 


“Net Income” Also Applies to Investment Income 


That the “Double Allocation Formula” applies 
equally to investment income, as well as to the busi- 
ness income, would appear from Subdivision “6” of 
Section 208 of the proposed New York law, which 
defines “investment income” as follows: 

“6. The term ‘investment income’ means income, including 


capital gains in excess of capital losses, from investment capital, 
less, in the discretion of the tax commission, any deductions 
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allowable in computing entire net income (other than capital 
losses) which are attributable to investment income;” 

This subdivision gives the Tax Commission discre- 
tion as to what deductions are to be allowed against 
the gross investment income. Presumably, regula- 
tions will be issued to carry out the discretionary 
power of the Tax Commission under this subdivision, 
otherwise it may be deemed a delegation of legislative 
tax powers. People ex rel. Ducas Co. v. State Tax 
Comm., 260 N. Y. 525, People ex rel. Eitingon-Schild 
Co. v. Same, 260 N. Y. 526. 


Mr. William J. Shultz, in the February number of 
the Tax Magazine, on the subject of “Allocation of 
Investment Income” has stated that where double 
allocation is adopted, expenses might be pro-rated 
between business and investment income, that this can be 
accomplished by some arbitrary formula, and that the 
most feasible formula would be to divide gross ex- 
pense in the proportion that each class of income is of 
the total gross income. The method of apportioning 
or pro-rating the expenses of business income and 
investment income is very clearly illustrated in Pro- 
fessor Shultz’s article. 


Allocation of “Subsidiary Capital” 


The allocation of subsidiary capital as defined in the 
proposed law is as follows: 

“The portion of the subsidiary capital of a taxpayer to be 
allocated within the state shall be determined by (a) multiply- 
ing the amount of its capital invested in the stock of each 
subsidiary during the period covered by its report (or, in the 
case of any such capital so invested during only a portion of 
such period, such portion of such capital) by the percentage, 
if any, of the entire capital or the issued capital stock of such 
subsidiary required to be allocated within the state on the 
report or reports, if any, required of it under this chapter for 
the preceding year, but without regard to any minimum, (b) 
adding together the sums so obtained; provided, however, that 
the portion of the taxpayer’s subsidiary capital to be allocated 
within the state shall be not less than fifteen per centum thereof, 
unless the taxpayer establishes to the satisfaction of the tax 
commission that less than fifteen per centum of its subsidiary 
capital is employed, and less than fifteen per centum of its 
activities with respect to its subsidiaries is conducted, within 


the state.” 

The following illustration, taken from the Report of 
the New York Tax Commission, recommending the 
Double Allocation Formula, shows approximately 
how it will work out in practice. 


Having sketched the difficulties that have beset an 
equitable administration of the corporate tax law in 
New York in the case of business corporations owning 
and controlling investments and subsidiaries, as well 
as in that of a so-called investment trust, dealing 
almost entirely in securities consisting of stocks and 
bonds, and in that of a holding corporation engaged 
solely in the business of controlling, but not operating, 
subsidiaries, and having outlined in its main features 
the proposed law, intended to cure the inequities, we 
are in a position to form an estimate of the advantages 
and disadvantages of the so-called “Double Allocation 
Formula” as set forth in the New York bill. 


Advantages of Double Allocation 


In his article Professor William J. Shultz has cov- 
ered the question of advantages and disadvantages of 
the “Double Allocation” so ably that I shall take the 
liberty of referring to his comments, bearing in mind 
that his treatment of the subject was general, not 
applying to any particular state that had drafted a 
particular measure. 


[Continued on page 181] 
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The Shoptalkers: ‘Look at this return!” exclaimed 
Dash. “A couple of hundred thousand in tax, for an 
individual who used to net about fifteen to twenty 
thousand a year from his business—before taxes.” 


“He’s sure to be renegotiated,” said Philo. “Let 
him enjoy the illusion while he may.” 

“No, it’s not what you think, in this case,’ coun- 
tered Dash. “No war contracting of any sort. He’s 
a commodity dealer in certain imported stuffs. Mar- 


ket has gone sky-high, and he had huge inventories 
on hand about three years ago. And there’s your 
answer.” 

“Liquidating in a boom market,” observed Old- 
timer. “Can he still replace his stuff, or are supply 
sources pretty well shut off for the time being?” 

“Some items just can’t be had,” replied Dash, “but 
others can, at a price and with irregularity and un- 
certainty. He’s paying about eight to ten times what 
he used to, for those few replaceable items.” 

“What’s his inventory method?” asked the Kid. 

‘He matches lots, and has a pretty good identify- 
ing system,” explained Dash, “and has been sticking 
to Hifo—highest in, first out.” 

“Probably the same as Lifo in his case,” ventured 
Oldtimer. “What came in last is probably the high- 
est-priced lots.” 

“Yes, I think it’s safe to say that his method is last 
in, first out for all practical purposes,” agreed Dash. 
“Apparently also for tax purposes.” 

“He would certainly seem to come under the spe- 
cial relief prov isions, if he elected to,” said Oldtimer, 

“and 

“Tm probably a bit rusty on inventory practices,” 
confessed Dash, “and should like to be brought up to 
date. Just what relief are you talking about?” 

“You might remember that the 42 Act recognized 
a hardship situation in cases similar to the one you 
called attention to,” answered Oldtime. “Involuntary 
liquidation, when you sell out stuff that you can’t re- 
place. Or you replace it at such high costs that an 
eventual market drop might wipe you out 4 

“I remember,” agreed Dash. “Having made some 
irrevocable election at the time of filing the return 
for the liquidation year, the taxpayer had a retro- 
active adjustment coming to him 7 

“Right,” confirmed Oldtimer, “the adjustment 
being the difference between the basic cost of the liqui- 
dated inventories and their replacement cost, as sub- 
sequently determined. Of course, it might be either 
a gain or a loss adjustment, depending on which way 
the difference came out.” 


Talking Shop by Bert V. Tornborgh 


TALKING 


By Bert V. Tornborgh, C. P. A. 


“All that is the Lifo chapter,” contributed the Kid, 
“being Sec. 22, verse (d), of the Code. And the 43 Act 
amendments broaden the whole thing somewhat.” 

“In what manner was the tax affected for the liqui- 
dation year?” wondered Dash, “and what inventory 
adjustments were made?” 

“No effect at that time,” replied Oldtimer. “You 
paid the same tax as you otherwise would have, and 
you left the inventory values alone. The adjustment 
arises only at time of replacement, but is then retro- 
active. And then it affects tax and inventories, back in 
the year of liquidation and in the intervening years, 
to and including the replacement year.” 

“What about the 43 Act amendments?” asked 
Philo. “In what manner do they liberalize the earlier 
provisions?” 

“They take you back another year, for one thing,” 
offered the Kid, “for better or for worse. It now ap- 
plies to tax years after January 1, 1941.” 

“And election as to 1941 may now be made at any 
time within six months of the passage of the new Act,” 
Oldtimer pointed out. “Gives you ample time to take 
your bearings.” 

“The recomputations now carry back into any year 
affected by a carry-back, if I may strain the term,” 
said Law. “In other words unused excess profits 
credits and net operating loss carry-backs will be de- 
terminative of the years to be adjusted.” 

“Sounds like a verbatim quotation from the Regu- 
lations,” grinned the Kid. “And don’t forget that all 
taxes in both chapter 1 and chapter 2 of the Code 
now come in for recomputation; it used to be only 
income and excess profits taxes.” 

“And the period of limitation is now kept open for 
all those taxes,” contributed Oldtimer, “until three 
years after date of filing the return for the replace- 
ment year. That works for both deficiencies and 
refunds, of course.” 

“Would priorities and allocations be recognized, 
along with shipping shortages, enemy occupation and 
like causes,” wondered Dash, “when a taxpayer states 
his case as to why he could not replace?” 

“IT don’t see why not,” replied Oldtimer, “but of - 
course I don’t write the Regulations. I merely live 
by them. But there’s going to be lots of nice admin- 
istrative wrinkles, as I see it.” 

“Yes,” mused Philo, “many who elect themselves 
into Lifo may still come to wish that they had stuck 
with Fifo, section 22 not being a one-way street . . .” 

“. . . and dozeydoats and liddel lamzey div ey,” 
finished the Kid. “Between carry-backs and carry- 
overs and retroactive adjustments and future happen- 
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ings and if’s and but’s and maybe’s, who knows what 
year he is in, or how he got there,or why .. .” 


“You forget,” said Philo, “that CCH gives you all 
the answers. That’s how simple itis!” 


Odds and Ends: On two separate occasions re- 
cently the Shoptalker has been asked how a British 
adding or calculating machine is set up; you know, 
with the simplified money system they use over there: 
guineas, pounds, shillings, pence and what not. We'll 
pass along the question. How’n’ell do they do it? 

. 2. * 

There’s a bit of a ruckus about the new-rule of the 
Tax Court, requiring written examination of candi- 
dates for admission to practice, including CPA’s but 
exempting attorneys. Surely it is an established fact 
that standards of CPA examinations have reached 
higher levels with each passing year, and that CPA’s 
have rung up a good record before the BTA since 1924. 

This rule should be reexamined, with a view toward 
recognizing the rigid requirements for obtaining a 
CPA certificate and the consequent fitness to practice 
without additional examinations. Of course, the can- 
didate who has his tax training via CCH hasn’t much 
to worry about, but just the same.. .! 

* ok Ox 

Miss Sara B. Hathaway died in 1934, leaving her 
$40,000 estate in trust for her 18 pet cats. Upon the 
death of all the cats the estate was to be distributed 
to her nieces and nephews. Since the cats have died 
it is now necessary to compute the inheritance tax on 
their bequests, which in Wisconsin requires the use of 
mortality tables. Cat mortality tables are said to be 
nonexistent. 

+ * 

The National Tax Association will hold its Thirty- 
Seventh Annual Conference, September 11, 12 and 13, 
Jefferson Hotel, St. Louis, Missouri. Professor James 
W. Martin of the University of Kentucky and for- 
merly Tax Commissioner of that State, has been ap- 
pointed Chairman of the Program Committee. 

Cases: In 44-1, ustc at § 9178, we find the case of 
Affiliated Enterprises, Inc. v. Commissioner, the peti- 
tioner being the merchandiser of a “system” known 
as Bank Night, and if you have been to the movies 
off and on during the past decade you know what 
that is. You probably know also how New York’s 
Fearsome Fiorello feels about such goings on. At 
any rate the statement of facts in this case will en- 
lighten you on how the “system” was worked and the 
tax angle might be of incidental interest to you. 

Among mineral waters “Saratoga Vichy” and 
“Saratoga Geyser” are two than which there are none 
whicher, whether you take them straight or with a 
jigger of something or other tossed in, and that’s a 
plug for the Empire State. As you will find in the 
case at § 9183 (we're still in 44-1, ustc) the State of 
New York took over the Saratoga Reservation back 
in 1912 and went into the business of bottling waters 
famous since colonial days. The question is, is that 
bottling and purveying of water an essential govern- 
ment function, and thus tax exempt? In this day and 
age, what isn’t a government function? But anyway, 
CCA-2 says no, and we can all breathe easier. 

Another tax benefit case at J 9167, CCA-3 affirming 
an earlier BTA decision of “no tax benefit on charge- 
off, no tax on recovery.” 

In computing medical expense deductions, what 
about capital gains, and what if alternative method is 
used in figuring the tax? The answer is that the net 
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income (the base of the computation) should include 
net capital gains, and never mind what method be 
used in computing the tax. Special ruling at 441 CCH 
{ 340T. 

A separation agreement doesn’t necessarily operate 
to bring about alimony status for tax purposes. It’s 
got to be incident to divorce or legal separation—or 
else. Special ruling at 441 CCH § 144E.01. 

In the absence of a joint return losses of one spouse 
cannot, of course, be claimed by the other. You can’t 
transfer the base without accounting for it via a gift 
tax return. A TC memo opinion along these lines 
reaffirms the obvious. At 443 CCH § 7130(M), case 
of Adrena Z. Baylor. 

Casualty deductions are often tied up with acts of 
God, but here’s one that stemmed from an act of the 
WPA (remember?). It seems that this otherwise 
sedate and tranquil outfit just about blasted a couple 
of taxpayers out of their home, sweet home. Or at 
least to the extent of $4,775, they did. Now, is that 
a “casualty” case? 

The decision distinguishes the old termite cases 
(commented on in the Shop earlier) and finds “human 
agency” and “suddenness” involved and O. K.’s the 
deduction, in the case of Ray Durden et al., before the 
‘Fax Court. See Rewrite Bulletin 7, at J 8444. 

The Dobson case was back before the Supreme 
Court, on a petition for rehearing, to have the Court 
determine whether or not certain recoveries were 
capital gain or ordinary income. The Court declined 
to say that they were capital gains as a matter of law, 
where TC had earlier refused to find that they were 
capital gains as a matter of fact. At 44-1, § 9193. 


Tax Court Decisions: The relative weight and 
importance of Tax Court Opinions is given in the 
following: 

“Mr. Justice Jackson very well says that no adminis- 

trative decisions are entitled to greater weight than 
those of the Tax Court. I am in accord with the state- 
ment, but its significance to me lies in the reason 
given to sustain it. This is, that the Tax Court 
“is independent, and its neutrality is not clouded by 
prosecuting duties. Its procedures assure fair hearing. 
Its deliberations are evidenced by careful opinions. 
* %* * Tt has established a tradition of freedom from 
bias and pressures. * * * Its members not infre- 
quently bring to their task long legislative or admin- 
istrative experience in their subject. * * * Individual 
cases are disposed of wholly on records publicly 
made, in-adversary proceedings, and the court has 
no responsibility for previous handling.” 
That the given reason indubitably impels the con- 
clusion, no intelligent person will gainsay. And if 
this be true, why then should it not be a rule of gen- 
eral application? Why, if the present trend of dimin- 
ishing power in the courts to review administrative 
decisions is to continue—as I think is implicit in the 
recent decisions of the Supreme Court—would it not 
materially aid in the re-establishment of public con- 
fidence, alike in all administrative tribunals, if the 
pattern of fitness so carefully drawn by Mr. Justice 
Jackson, were adopted by the legislature and written 
into their respective constitutions? Certainly, no less 
than this will afford protection to the citizen in the 
lawful pursuit of his business, and it should not be 
forgotten that protection and patriotism, in the true 
spirit of union, are reciprocal. In this paragraph | 
speak only for myself.” Commissioner v. Celanese 
Corp. of America, citing in footnote 4, Dobson v. Com- 
missioner, 44-1 ustc J 9108. 
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Congress: Chairman Doughton, has announced a 
plan to simplify the tax structure for 50 million tax- 
payers; which has been adopted by the House Ways 
and Means Committee. 


The new plan will relieve 30 million people of the 
necessity of computing their income taxes. It will 
permit them to use a simple income statement in 
place of the detailed income tax return. Of the re- 
maining 20 million who will file tax returns, 10 million 
can use a simple tax table which will show their entire 
tax. The other 10 million will fill out returns in more 
detail but will be provided a simpler return than the 
present long form (1040). 


In order to put this plan in effect several changes 
in the present law must be made. 


1. A uniform exemption of $500 per person. Thus 
the single person’s exemption will be $500; married 
couples will have an exemption of $1,000 and the 
exemption for each dependent will be $500. 


2. The Victory tax will be abolished. A new 
normal tax of 3% will be imposed on each person 
whose net income exceeds $500. Then the present 
normal tax and surtax will be combined into a single 
surtax. 


3. All taxpayers with incomes up to $5,000 will be 
entitled to a standard deduction allowance of 10% of 
income. For those with incomes above $5,000 the 
standard deduction allowance will- be $500. Tax- 
payers whose actual deductions exceed the standard 
allowance may secure the benefit of their actual de- 
ductions by listing them in detail. 


4. A new simplified tax table will be provided for 
the use of taxpayers with incomes below $5,000 re- 
gardless of the source of their income. 


5. The present withholding system will be modified 
to withhold the full tax liability for wages and salaries 
up to $5,000. 

The New Commissioner: Joseph D. Nunan, Jr., 
Brooklyn Collector of Internal Revenue, was nominated 
by the President to succeed Robert E. Hannegan as Com- 
missioner of Internal Revenue. The Senate confirmed 
the appointment on February 21 and Mr. Nunan took 
office, March 1. 


_At the right Mr. Nunan is being congratulated on 
his appointment by Henry Morgenthau Jr., Secretary 
ot the Treasury. 


Washington Tax Talk 


The Supreme Court: Many tax cases involving 
various State taxes are awaiting decision by the high 
Court. The following cases involve gross income, 
gross receipts and use taxes: 


McLeod v. J. E. Dilworth Co. (No. 311) involves the 
application of the Arkansas sales and gross receipts 
taxes to a foreign corporation whose salesmen solicit 
orders in Arkansas. 


International Harvester Co. v. Department of Treasury 
(No. 355) raises the constitutionality of the Indiana 
gross income tax on gross receipts from interstate 
transactions. 


General Trading Co. v. State Tax Commission 
(No. 441) involves the collection of the Iowa use tax 
by a foreign corporation making sales to Iowa resi- 
dents on orders solicited by traveling salesmen. 


The following cases involve the Wisconsin priv- 
ilege dividend tax: 


Wisconsin Gas and Electric Co. v. United States 
(No. 565) presents the right of a corporation to deduct 
the privilege dividend tax in computing its Federal 
income tax. 


International Harvester Co. v. Wisconsin Department 
of Taxation (No. 620) and Minnesota Mining & Manu- 
facturing Company v. Wisconsin Department of Tax- 
ation (No. 621) involve the validity of the privilege 
dividend tax in its application to the declaration of 
dividends outside of Wisconsin from income derived 
within the State by a foreign corporation authorized 
to do business therein. 


The following cases involve property taxes: 
Smith et al. v. Davis et al. (No. 680) involves the 
validity of ad valorem taxation by the State of 


Georgia of open accounts owed by the United States 
to contractors for construction work. 
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Northwest Airlines, Inc. v. State of Minnesota 
(No. 33), which is awaiting decision, presents the 
question of personal property tax assessment by 
Minnesota against petitioner’s entire fleet of airlines, 
wherever based, used in interstate commerce. 

United States et al. (Mesta Machine Co.) v. County 

of Allegheny (No. 417), which is awaiting decision, 
raises the validity of property taxation, under Penn- 
sylvania county assessment law, of machinery and 
equipment owned by the Federal Government and 
leased by it to a manufacturer engaged in manufac- 
turing war equipment. 

An insurance tax case awaiting decision is the case 
of Great Northern Life Insurance Co. v. Read (No. 235), 
which presents the constitutionality of the Oklahoma 
gross premiums tax on foreign insurance companies. 

Veto Overriding: The 
veto of the Revenue Act 
of 1943 by the President 
marked the first time a 
revenue bill had received 
presidential veto. Here 
is a photograph of the 
action that followed the 
veto. The House recon- © 
sidered the bill and re- | | 
solved thatit pass;South | 
Trimble, clerk, so certi- | 
fying. The Senate did | 
likewise, to which action, 

Edwin A. Halsey, secre- © 
tary, attested. é 

Veto procedure is con- 
tained in Article 1, Sec- 
tion 7, Clause 2, of the 
Constitution: “Every Bill 
which shall have passed 
the House of Representa- 
tives and the Senate, 
shall, before it become a 
Law, be presented to the 
President of the United 
States; If he approve he 
shall sign it, but if not he 
shall return it, with his 
Objections to that House 
in which it shall have 
originated, who shall en- 
ter the Objections at large having voted in the affirmative. 
on their Journal, and . 
proceed to reconsider it. | attest: 

If after such Reconsider- on 
ation two thirds of that | “fame nts @m- 
House shall agree to pass 

the Bill, it shall be sent, 

together with the Objections to the other House, by 
which it shall likewise be reconsidered, and if ap- 
proved by two thirds of that House, it shall become 
a Law. But in all such Cases the Votes of both 
Houses shall be determined by Yeas and Nays, and 
the Names of the Persons voting for or against the 
Bill shall be entered on the Journal of each House 
respectively.” 





it ‘wes 


Attest: 


Consolidated Return Regulations: On March 14, 
1944, the Treasury Department, issued T. D. 5340 and 
5341 amending Regulations 104 and 110 to prevent 
certain tax advantages from the formation of affiliated 
groups after March 14, 1941 or the taking in of new 
members after that date. 
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{8 Tae wOUSe OF REPRESENTATIVES, 3G. <, 


The Hone. of Fapresentatirves. having proceeded to retonstaer 

the o111 (W.8. 3687) enthtied *in act co provide revenue, ana for 

Gther purposes®, returned by the President of the United Cietes wisu 
hie objections, to the House of kepresentatives, io wiicly. {t originated, 


fesolvec, That the suid S111 pass, two-thirds of the douse of 
Representatives agresing t6 pass the same, 





Leartify that thin Ait erighented in the Wenn al Repramatetions 
y ELE tres 
te 
Clerk. 


TH TE SERA oF 


February 25 (legisiative duy, 


The Senate having proceeded to reconuiver the Bill (ft. R. 3607; 
entitled “An Act tp provide revenuc, 
by the President of the United States with nis gojections, to tis 
x x 
House of Representatives, in ehioh it orictoatct, 
House of Representatives on reennsideration Of tia ame, 


Resolved, That tiv ssi¢ Sill. pas 


The law provides that in the year in which a cor- 
poration became the common parent of the affiliated 
group it may not offset any deductions attributable 
to the portion of the taxable year up to the time it 
became the common parent against any income but its 
own, and there is a similar rule for carry-overs of net 
capital losses. 

The amendments also deny offset of losses of an 
incoming member of the affiliated group, sustained 
before they came into the group, as a carry-over 
against income of the old members where the incom- 
ing members joined an existing group after March 
14, 1941. 

Corresponding amendments are made to the excess 
profits tax regulations, and similar amendments are 
made therein to prevent advantage from the excess 

profits credits not used 

by a-new member or a 

new group, under similar 
oe conditions. 

The making of a con- 
solidated return is con- 
sidered as a consent, by 
all corporations joining 
therein, to the regula- 
tions, including all amend- 
ments duly prescribed 
prior to the last day pre- 
scribed by law for the 
filing of the return. It is 
significant, therefore, that 
these amendments were 
approved on March 14, 
1944, the day before the 
last day for filing 1943 
calendar year consolidated 
returns. 

Returns by Tax- 
Exempt Organizations: 
The due date for informa- 
tion returns for 1943, re- 
quired of most tax-free 
a organizations by the 1943 
Revenue Act, will be May 

(or the 15th day of 
the fifth month after the 
close of the year, for 
fiscal year organizations). 
Forms are now being 
drafted, but are not yet 
available. 

Declarations: The new 
form 1040-ES, estimated 
tax declaration has been 
released by the Bureau 
of Internal Revenue. It is due April 15, 1944, 
having been postponed from March 15. For the wage 
earner who has practically no income other than his 
wages and whose surtax does not go beyond the bottom 
13 per cent bracket, the withholding by the employer 
is usually all that is required to satisfy his income tax 
liability except for the settling of accounts each 
March 15 following the close of the taxable year. 
But there are wage earners whose salaries are high 
enough that the 20 per cent withheld is only a part 
of their actual tax on account of the higher surtax 
rates on higher graduated amounts. Also, there are 
the investor, the business man, the landlord, the pro- 
fessional man, the annuitant, and the estate or trust 
beneficiary from all of whom there is no withholding. 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Capital gains and losses: Sale or exchange: Recov- 
ery on suit to rescind sale of stock.—Where taxpayer 
sold stock at a loss and later filed suit to rescind his 
purchase of the stock and such suit was compromised 
by the seller, the Supreme Court refuses to say as a 
matter of law that the amount received from such a 
transaction is the proceeds of a “sale or exchange” of 
a capital asset. Consequently the recovery resulting 
from the compromise of the suit is taxed as ordinary 
income. One dissent. S. C., John V. Dobson, Petitioner, 
v. Commissioner of Internal Revenue. H. J. Harwick, 
Petitioner, v. Commissioner of Internal Revenue. 44-1 
ustc § 9193. 


Personal holding companies: Filing of Form 1120 
only does not start the running of the statute of limi- 
tations.—W here taxpayer corporation, which was ad- 
vised and did believe in good faith that it was not a 
personal holding company, did not file personal hold- 
ing company returns for the years 1934, 1935, and 
1936, although it was later established by the Courts 
that taxpayer was a personal holding company during 
those years, the Supreme Court holds that the filing 
by the taxpayer of the regular corporate return form 
1120 for those years did not start the running of the 
statute of limitations and the assessment of the per- 
sonal holding company tax was not barred. Since for 
1934 and 1935, the penalty for not filing personal hold- 
ing company returns is mandatory, the penalty is due, 
but for 1936 the taxpayer is remanded to the Tax 
Court to determine taxpayer’s liability for the penalty 
for that year. S. C., Commissioner of Internal Revenue, 
Petitioner, v. Lane-Wells Company and Technicraft En- 
gineering Corporation. 44-1 ustc § 9195. | 


APPELLATE AND LOWER COURTS 


Recognition of gain or loss: Recapitalization: Ex- 
change of stock for bonds: Bona fide business purpose 
in reorganization.—Corporation C obtained $500,000 
of bonds of Corporation P at a cost of $15,160. Asa 
condition for P acquiring a loan to obtain additional 
working capital, and in pursuance of a plan of re- 
capitalization therefor, 5,000 shares of new preferred 
stock were issued in 1936 to C in exchange for the 
bonds. The value of the preferred shares was $50,000. 
The Circuit Court holds there was no gain to C or P 
as the revision of the capital structure was a statutory 
reorganization and was a normal business procedure 
tor the purpose of raising new capital and not to 
evade a tax liability. CCA-1, Commissioner of Internal 
Revenue, Petitioner for Review, v. Capento Securities 
Corporation et al., Respondents. 44-1 ustc § 9170. 


Deductions: Bad debts: Junior mortgage holder’s 
advances to avoid foreclosure: Reasonable test ap- 
plied to ascertainment of worthlessness.—Taxpayer 
was holder of a third mortgage on improved real 
estate securing indebtedness due in 1937. The first 
and second mortgages were in default as early as 1932 
lor non-payment of interest, principal and taxes but 
were not foreclosed due to compromise agreements 


Interpretations 




















and advances made by taxpayer from time to time. 
No part of principal or interest was paid taxpayer 
who took title to property in 1932 as additional security 
and operated property thereafter, making his last ad- 
vance of nearly $1,000 in 1935, still hoping that real 
estate values would rise to make his security good. 
Corporate equity owner forfeited its charter for non- 
payment of franchise tax in 1936, the year taxpayer 
took his bad debt loss deduction. The Court applied 
the “subjective” test, holding that taxpayer was not 
bound to act upon the basis of what “a reasonable 
man” in his shoes might determine about the value 
of a debt due him. The ascertainment by taxpayer of 
the worthlessness of the debt under the circumstances 
must govern. CCA-2, Leon Harris, Petitioner-Appel- 
lant, v. Commissioner of Internal Revenue, Respondent- 
Appellee. 44-1 ustc § 9192. 


Accruability of reserve set up with finance com- 
pany.—Taxpayer discounted notes receivable with a 
finance company for a charge of 7 per cent, 2 per cent 
of which was to be credited to a reserve account to be 
used in paying off discounted notes which were more 
than 60 days delinquent. Taxpayer assumed a maxi- 
mum liability of 10 per cent of the paper discounted 
and was entitled to receive annually the excess over 
its guaranty remaining in the reserve fund, as well 
as the balance remaining in the fund upon termination 
of the agreement. The Court holds that no part of the 
reserve was accrued income of taxpayer, since there 
was no excess reserve in the taxable year and whether 
taxpayer would ever acquire a fixed right to receive 
anything from the reserve fund was contingent and 
unascertainable throughout the taxable year. CCA-3, 
Keasbey & Mattison Company, Appellant, v. United 
States of America. 44-1 ustc § 9189. 


Trust income: Income distributable to life bene- 
ficiaries: Deduction of carrying charges on unproduc- 
tive real estate——Under Pennsylvania law and the 
terms of an inter vivos trust, carrying charges on 
unproductive real estate are payable out of the general 
trust income and are deductible under Sec. 162 (b), 
1936 Act, in ascertaining the income distributable to 
the life beneficiaries. CCA-3, Commissioner of Internal 
Revenue, Petitioner, v. John Frederick Lewis, Jr. Com- 
missioner of Internal Revenue, Petitioner, v. Ada 
Haeseler Lewis. 44-1 ustc § 9176. 


Gross income: Definition: Contributions of civil 
service employees to Civil Service Retirement Act.— 
Taxpayer, a civil service employee in the Bureau of 
Motor Carriers of the Interstate Commerce Commis- 
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sion, filed a joint return with his wife on the cash 
basis, showing income received consisting of his basic 
salary less the amount withheld to cover his 3% per 
cent contribution under the Civil Service Retirement 
Act. The Circuit Court holds that the amount of such 
contribution is includible in taxpayer’s gross income 
under Code Sec. 22(a). CCA-4, Malcolm D. and Martha 
Ann Miller, Petitioners, v. Commissioner of Internal 
Revenue, Respondent. 44-1 ustc § 9175. 


Deductions: Expenses of litigation in defending 
purchase of stock.—Taxpayer successfully defended a 
suit brought by the Attorney General to invalidate the 
purchase by her of stock from trustees to whom it had 
been bequeathed to establish an orphanage and for 
an accounting for dividends. The Circuit Court, in 
disallowing the expenses of such suit, holds that ex- 
penditures in defending title to property are capital 
charges and, therefore, are not deductible expenses 
under Code Sec. 23(a)(2). CCA-4, Wm. P. Bowers, 
Collector of Internal Revenue for the State of South 
Carolina, Appellant, v. Mrs. S. W. C. Lumpkin, Ap- 
pellee. 44-1 ustc § 9200. 


Capital gains and losses: Determination of hold- 
ing period of capital assets: Gain.—Taxpayer’s de- 
cedent entered into a contract for a lease of oil lands 
for delivery when a well was actually started by 
lessee. The lease was executed on October 6, 1937, 
and held in escrow until November 16 or 17, 1937, 
when it was delivered. Ona sale of the lease on April 
10, 1939, taxpayer’s decedent reported profit as a long- 
term capital gain on a capital asset held for more than 
18 and less than 24 months. The Circuit Court holds 
that the placing of the lease in escrow to be delivered 
upon the performance by the contract lessee of certain 
conditions passed no title or rights of ownership to 
the property until delivery of the lease to him, and 
that, therefore, the lease was not “held” as a capital 
asset for more than 18 months at the time of its sale. 
CCA-5, Katie M. Howell, Petitioner, v. Commissioner of 
Internal Revenue, Respondent. 44-1 ustc § 9136. 


Gross income: Exclusions: Gift to taxpayer’s 
mother of life income in stocks.—Taxpayer, who as- 
signed dividend income from preferred stock to his 
mother for life, declared in the instrument of assign- 
ment that he is holding the shares of stock in trust 
for the purpose of the assignment, and, on the day of 
execution of the assignment, caused the shares of 
stock to be conveyed to himself as trustee for the 
purpose stated, created a valid, irrevocable trust in 
favor of his mother, and surrendered control over the 
stock and the right of recapture. Therefore, he is not 
taxable on the assigned dividend income. Subsequent 
transactions by the taxpayer with reference to the 
shares were held not material where he sold the 
shares subject to a life interest in the income to his 
mother and subject to a similar life interest to himself. 
One dissent. CCA-8, B. O. Mahaffey, Petitioner, v. 
Guy T. Helvering, Commissioner of Internal Revenue, 
Respondent. 44-1 ustc § 9209. 


Estates and trusts: Dividends received by bene- 
ficiary pursuant to settlement of community rights in 
California——Taxpayer under her husband’s will was 
given income from trust for her life. On her claim 
of community rights a compromise was affected 
allotting a portion of the stock to her. Subsequent 
to such distribution she was paid by court order all 
the dividends collected by the estate after the hus- 
band’s death, which she claims was part of the prin- 
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cipal allotted under the settlement. The Circuit Court, 
in disallowing taxpayer’s claim for refund, holds that 
on the facts taxpayer received the dividends from 
property that was hers from the date of her husbands 
death, when, under California law, the community 
was dissolved. As to other dividends paid to the 
estate before the corpus of the trust was distributed 
to the estate but subsequently, under the terms of the 
will, distributed to taxpayer by the trustee, such divi- 
dends were income to taxpayer since in the circum- 
stances here she was entitled, under California law, to 
receive the income of the trust corpus from the date 
of testator’s death. CCA-9, Linda H. Hale, Appellant, 
v. Clifford C. Anglim, Individually, and as Collector of 
Internal Revenue for the First District of California, 
Appellee. 44-1 ustc § 9177. 


Tax on unjust enrichment: Marginal computation: 
Presumption of shifting of burden.—A deficiency on 
unjust enrichment tax assessed under Sec. 501(a) (1) 
of the Revenue Act of 1936 was determined against 
taxpayer by the Board of Tax Appeals upon a re- 
computation pursuant to its findings of fact and 
promulgated opinion. On appeal the Circuit Court 
holds that, in arriving at such determination, the ap- 
propriate method of marginal computation was em- 
ployed in conformity with the statute; that the evidence 
shown by the record was not of such a character as 
to rebut the statutory presumption that the burden of 
the processing tax was shifted to others; and that 
under the circumstances there was no abuse of discre- 
tion by the Board of Tax Appeals in denying taxpayer’s 
motion for a rehearing to allow certain documents to 
be introduced as newly discovered evidence. CCA-6, 
Standard Knitting Mills, Inc., Petitioner, v. Commis- 
sioner of Internal Revenue, Respondent. 44-1 vstc 


q 9185. 


Trust for benefit of employees: Income of a de- 
cedent.—The Commissioner’s petition to review pre- 
sents substantially the same question considered in 
Com. v. Alldis Estate, 44-1 ustc § 9190, and, on au- 
thority of that case, the decision of the Tax Court is 
affirmed. The Tax Court held that amounts paid by 
a corporation, which set up a trust for employees, to 
the decedent’s estate for acquisition of decedent’s 
shares of beneficial interest in the trust, pursuant to 
the terms of the trust, are not income taxable to the 
decedent accrued up to the date of his death under 
Sec. 42, 1936 Act. CCA-6, Commissioner of Internal 
Revenue, Petitioner, v. Estate of William H. Kilpatrick, 
Deceased, Detroit Trust Company, Executor, Respond- 
ent. Estate of William H. Kilpatrick, Deceased, Detroit 
Trust Company, Executor, Petitioner v. Commissioner 
of Internal Revenue, Respondent. 44-1 ustc § 9208. 


Gross income: Short term family trusts: Taxa- 
bility of grantor.—Where grantor established three 
seven year trusts, one in favor of his wife (since 
deceased), and two in favor of his wife and children 
(all of whom were married and had independent means), 
and where the only right reserved by the grantor was 
the power to change the trustee who was entitled to 
a commission, the Court holds that the income of the 
trusts is not taxable to the grantor under the Clifford 
doctrine. In a fourth trust for the same beneficiaries, 
the grantor was taxable on the income, having re- 
served the right to direct the investment and reinvest- 
ment of trust funds. One dissent. “CCA-6, Central 
National Bank of Cleveland, Executor of the Estate of 
W. G. Wilson, deceased, Petitioner, v. Commissioner of 
Internal Revenue, Respondent. 44-1 ustc { 9202. 
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traced, discussed and analyzed in a recent booklet 

prepared by the Division of Tax Research, with 
the assistance of the Office of Tax Legislative Counsel, 
of the Treasury Department. Such proposals are not 
a device of late years, so the booklet states; but a 
sales tax was first proposed in the United States dur- 
ing the Civil War. Agitation has arisen at various 
intervals in our Congress and it is reported that the 
suggestion and adoption of the Victory tax prevented 
the adoption of a Federal sales tax. 

The following data is taken from the chapter on 
“Factors Affecting the Structure of a Federal Retail 
Sales Tax Under Wartime Conditions.” 

* + 


T HE proposals for a Federal sales tax have been 


Definition of Retail Sale 


\Vhat constitutes a retail sale for tax purposes de- 
pends upon the statutory definition of the term and 
not upon the distinction usually drawn between 
“wholesale” and “retail” sales. In the following dis- 
cussion it will be noted that the term as defined for 
tax purposes would include not only retail sales as 
ordinarily understood but also certain sales by whole- 
salers and manufacturers. 

Under State retail-sales taxes the concept of a retail 
sale is, in general, a sale of tangible personal property 
for the purpose of utilization, rather than resale, by 
the purchaser. Under this concept of the term, two 
types of problems are presented. In the first place, 
it must be ascertained whether the purchaser is en- 
gaged in the business of selling tangible personal prop- 
erty. If the business activity of the purchaser involves 
the performance of service rather than the sale of 
tangible personal property, it follows that all sales of 
property for use in the performance of that service 
are retail sales. For example, sales to a telephone 
company, a laundry, or an insurance company, of prop- 
erty used in the course of its business, would be retail 
sales. Frequently, however, the problem is not so 
easily solved. Contractors furnish a great variety of 
articles ranging from materials such as lumber and 
cement, to manufactured products such as elevators 
and air-conditioning equipment, under several different 
types of contracts for the improvement of real prop- 
erty. The determination of whether their activities 
under a particular type of contract should be regarded 
as involving sales or service may be very difficult. The 
States, for example, have differed in their treatment 
of the activities of printers, photographers, and shoe 
repairmen, some States regarding one or more of these 
activities as services while others have concluded that 
they involve, to some extent at least, the sale of tangi- 
ble personal property. 

If the business activities of the purchaser involve 
the sale of property, it becomes necessary to dis- 
tinguish between the property purchased for use and 
that purchased for resale. Under State practice, prop- 
erty is generally considered to be purchased for resale 
only if it is to be resold in its original form or as a 
part or material physically incorporated into other 
tangible personal property. 

Under this definition, all sales to business concerns 
are retail sales except sales of materials and arti- 
cles to be resold by the concerns. Thus, sales of loco- 
Federal Sales Tax 


> 


FEDERAL SALES TAX PROPOSALS 


A Treasury research report presented to the Ways and Means Committee of 
the House of Representatives in connection with the 1943 tax hearing. 






motives to railroads, sales of fuel and machinery to 
manufacturing plants, and sales of showcases to retail- 
ers are retail sales. This concept is substantially dif- 
ferent from the usual one outside the sales tax field, 
in which retail sales are considered to be sales to indi- 
vidual consumers. As the concept has developed in 
the tax field, whether a sale is a retail sale does not 
depend in any way upon the nature of the property 
or upon the character of the seller or purchaser, but 
rather upon the intended disposition of the property 
by the purchaser. 

It must be emphasized that under this definition 
many retail sales are made by concerns not generally 
considered to be retailers, in contrast to the common 
concept of a retail sale as one made by a concern en- 
gaged primarily in the business of selling at retail. 
Most wholesalers make some sales to individual con- 
sumers and industrial users. Although these sales 
would be regarded as sales at wholesale in business 
terminology, under the above definition they are retail 
sales rather than sales for resale. Likewise, sales by 
manufacturers to individual consumers and to busi- 
ness concerns of property for use by the purchaser 
are retail sales. On the other hand, a sale made by 
a concern engaged primarily in the business of retail- 
ing to another retailer for resale by the latter is not 
a retail sale. Whether a sale is a retail sale does not 
depend in any way upon the general nature of the 
business of the seller. 

The principle which distinguishes a retail sale from 
a sale for resale is known as the physical-ingredient 
or component-part rule. Under this rule, an article 
not to be resold in its original form must become a 
physical ingredient or component part of other tangi- 
ble personal property if its sale is to be considered as 
a sale for resale. Thus, sales of flour and eggs used in 
the making of bread are considered to be sales for 
resale. Sales of fuel, however, used to bake the bread 
are considered retail sales. It is not necessary that 
the ingredient retain its separate identity when in- 
corporated into the article; it is sold for resale if the 
materials or elements of which it is composed become, 
in a physical sense, a part of the article to be sold. 
It may be clearly identifiable in the article, as in the 
case of drawer knobs sold to a furniture manufacturer ; 
it may be completely changed in form, as in the case 
of cement sold to a concrete pipe manufacturer; or it 
may be completely changed through chemical reac- 
tion, as is coal used in making plastics. 

Here, too, difficult problems of interpretation may 
be encountered. Chemical analysis may be required 
to ascertain whether certain compounds actually enter 
into the final products which are to be sold or serve 
merely as catalytic agents. The question of the char- 
acter of sales of feeds to livestock producers and of 
seeds and fertilizer to producers of agricultural prod- 
ucts is not so readily answered. The fact that the 
term “retail sale” is generally defined in some such 
way as a sale for any purpose other than resale gives 
rise to another group of problems. Containers and 
packing materials generally pass on to the purchaser 
of the commodities packed therein. As might be ex- 
pected, however, there is a difference of opinion as 
to whether they are purchased for the purpose of use 
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or consumption in the dealer’s business or for resale 
to his customers. Certain property may in fact be 
purchased for a dual purpose, e. g., coke purchased by 
a foundry may be used for the purpose of adding car- 
bon and furnishing heat. 


ste ste se 
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Tax Rate and Yield 


There are two principal problems in regard to the 
rate of a sales tax; namely, that of the choice between 
a single, uniform rate and a multiple-rate system ap- 
plying different rates to different classes of commodi- 
ties, and that of the amount of the rate. 

The use of a differentiated rate structure, if it could 
be effectively administered, would tend to further both 
the equity and revenue objectives of the tax. The 
application of lower rates to articles of wide and neces- 
sary use, such as food and clothing, and of higher rates 
to less necessary articles would tend to reduce the 
burden on the low-income groups and lessen the re- 
gressivity of the tax. During the war period, however, 
a large portion of the tax base will consist of sales 
of necessities. Consequently, only to a limited extent 
could decreases in revenue from lower rates on necessi- 
ties be offset by higher rates on nonessentials. 

The problem of selecting the articles and services 
to be placed in the various rate groups would be a 
difficult one. As indicated in the discussion of exemp- 
tion of necessities, there are no definite and generally 
accepted criteria of necessity and luxury. Differentia- 
tion of rates would tend to impair the efficiency of 
administration in much the same manner as would the 
exemption of necessities, primarily because most re- 
tailers do not keep adequate records of sales by classes 
of commodities. From the taxpayers’ viewpoint, 
problems of interpretation of the scope of the various 
rate classes would introduce appreciable uncertainty 
as to the proper tax rate applicable to particular com- 
modities and, consequently, some misapplication of 
rates would result. 

In view of the foregoing considerations, a uniform 
rate would appear preferable to a differential rate 
structure. In the case of furs, jewelry, toilet prepara- 
tions, and cabarets, however, differentiation already 
exists. Consequently, additional administrative prob- 
lems might not arise if the existing excises on these 
items were repealed and higher sales tax rates applied. 


Amount of the Tax Rate 


In determining the amount of revenue to be ob- 
tained from a sales tax, considerations of govern- 
mental financial requirements and inflation control 
must be balanced against the need of avoiding exces- 
sive tax burdens on the very low income groups, in- 
ability to exclude all cost goods from the tax, and 
the greater administrative difficulties to be expected 
as the rate increases. The latter would arise primarily 
because of the greater incentive for taxpayers to at- 
tempt to avoid or evade high tax rates. In turn, eva- 
sion at high tax rates by some taxpayers would be 
of more serious concern to other taxpayers who would 
be making proper tax payments, since the latter would 
be subjected to more severe, unfair competition. In 
this way, the number of taxpayers that would be sub- 
jected to greater pressure to evade the tax would tend 
to increase and administrative problems would be 
magnified. 


Yield 


On the assumption that certain selected services 
would be taxed and that the nongovernmental exclu- 
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sions from a retail sales tax would be limited to feed, 
seed and fertilizer, fuel, and commercial, industrial, 
and agricultural machinery, it is estimated that the 
net tax base for the calendar year 1944 would be $63.2 


billion. _On this base the tax would yield $3.16 billion 
with a 5-percent rate and $6.32 billion with a rate of 
10 percent. 

The following table presents detailed information 
and estimates respecting the composition of the tax 
base and yields at designated rates of tax. 


Measure of the Tax 


The measure of the tax, 1. e., the amount to which 
the tax rate is applied to determine the extent of tax 
liability, should be fixed in the light of certain con- 
siderations of equity and administrative practicability, 
It would appear that the tax, in general, should apply 
to the bona fide sales prices of commodities and serv- 
ices, including payments for taxable services rendered 
in conjunction with the sale of commodities but not 

Estimated base and yield of a Federal retail sales tax, 
calendar year 1944° 
[In millions of dollars] 
Tax yield at specified 
rates 


Classes of retail sales Tax base 5percent 10 percent 
Food (other than restaurant 
RIN 52 Oe rien toe eG ... $17,340 $867 $1,734 
Restaurant sales of food... 6,250 313 625 
Liquor and tobacco . Eres 8,790 440 879 
Medicines and drugs 1,580 79 158 
Wearing apparel 11,010 551 1,101 
House furnishings, equip- 
ment, and furniture Be ees fe 3,420 171 342 
Passenger automobiles, parts, 
and accessories .. 400 20 40) 
Building materials and hard- 
RE oct ae ites 430 22 43 
Equipment, chemicals, and 
pnateriais” ....... 0. kk eess 5,700 285 570 
Selected services’ .... 2,850 143 285 
Sales to State and local ¢ gov- 
GvmmmentS ..... . 6c. ee ess 890 45 89 
(| 2, en arr ere 4,520 226 452 
Net tax base and yield*®. 63,180 3,159 6,318 
Sales to Federal Government 
(other than military ma- 
chinery and ordnance) 13,880 694 1,388 
Gross tax base and yield 77,060 3,853 7,706 
Principal classes of exclusions : 
Feed, seed and fertilizer. . 2,000 
ey ee ee 10,900 
Commercial, industrial, and 
agricultural machinery °. . 3,110 
Military machinery and 
ordnance ........ 62,000 


Treasury Department, Division of Research and Statistics, 
Oct. 4, 1943. 





ures are rounded and will not necessarily add 
to totals. 


‘ At estimated business levels and prices for calendar year 194+. 

2 Includes sales of kindred products such as candy and soft drinks. 

3 Excluding commercial, industrial, and agricultural machinery 
and chemicals and materials which become physical ingredients or 
component parts of taxable articles which are to be sold by the 
business concerns making the purchases. 

4The services included are (a) repair and fabrication of taxable 
articles (e. g., shoe repair, and automobile repair); (b) laundry and 
dry cleaning services; (c) barber shop and beauty parlor services; 
and (d) rental of taxable articles (e. g., rental of linens, clothing. 
automobiles, and bicycles). 

5 The estimated retail sales value of commodities subject to exist- 
ing Federal excise taxes, other than the value of commodities 
assumed to be excluded from the sales tax base, is $13,100,000,000. 
The value of these commodities is included in the appropriate 
classes in the table. ; 

® These classes consist of sales to all types of purchasers including 
sales to the Federal Government and war contractors and, conse- 
quently, would not entirely represent net tax base items if they 
were included in the tax base. 
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dered. The measure of the tax might, accordingly, 
be regarded as the seller’s gross sales of taxable goods 
and services, less deductions for discounts taken, re- 
turned goods, the amount of the tax and other retail 
sales taxes, and delivery, finance, interest, and other 
service charges which would not be taxable when the 
services were rendered independently of a sale. 
ee s 


Legal Liability for and Shifting of the Tax 


The tax could be imposed upon sellers or consumers. 
In either case, however, the tax would be paid to the 
Government by the seller and collected by him, either 
as a tax or as tax reimbursement, from his purchasers. 
Advertising of absorption of the tax by the seller 
should probably be prohibited as a means of prevent- 
ing unfair trade practices. 

Whether the sales tax was imposed in the form of 
a tax upon the privilege of selling at retail, upon retail 
sales, upon property sold at retail, or upon consumers, 
it would in legal effect be a tax levied upon either the 
seller or the consumer. Even though it was imposed 
upon the consumer the statute would necessarily re- 
quire that it be collected from him by the seller and 
paid by the latter to the Government. There are ad- 
vantages in placing legal liability for the tax solely 
upon the seller and State experience indicates that this 
method is the more satisfactory of the two. 

The imposition of the tax upon the seller would 
make it possible to tax sales to the States and their 
political subdivisions, if it was deemed advisable to 
do so. A tax upon the consumer in all probability 
would not be constitutional as applied to such sales. 
A tax imposed upon the seller would be deductible 
only by the seller for income tax purposes, but the 
deduction would be offset since the seller would be 
required to include in his gross income the amount 
collected from his customers as tax reimbursement. 
If levied upon the consumer, however, even though 
collected and paid by the seller, the tax would be de- 


including payments for nontaxable services so ren- 





ductible by the consumer in the absence of express 
provision precluding the deduction. In general, a 
Federal sales tax should not be deductible by con- 
sumers for income-tax purposes. On the whole, such 
a deduction would tend to make the tax more regres- 
sive, since the privilege of deduction is of no value to 
low-income groups paying no income tax, but in- 
creases in importance as the marginal rates of the 
income-tax increase in successively higher income 
brackets. The deduction would of course reduce the 
yield of the income tax. 


Shifting of the Tax 


Since the retail sales tax is intended to be a tax rest- 
ing finally upon individual consumers in proportion 
to their purchases of taxable articles and services 
rather than a tax upon business firms, it is desirable 
that the entire amount of the tax be shifted from 
sellers to consumers. If the tax were levied upon 
the consumer, he would be required by law to pay it 
to the seller in connection with taxable sales. If, how- 
ever, the tax were levied upon the seller, the statute 
might compel shifting, might be silent upon the matter 
of shifting, or might contain a statement of policy to 
the effect that sellers are expected to shift the tax. 
The first alternative is of doubtful desirability. It 
might have the effect of changing the form of the tax 
to one imposed on the consumer and would probably 
be virtually meaningless and unenforceable. Sellers 
could readily avoid the requirement, if they desired to 
do so and except as they might be restricted by the 
operation of fair price acts, simply by reducing their 
selling prices (exclusive of tax) by the amount of the 
tax. In almost all cases, the tax would be shifted to 
the same extent regardless of the treatment of the 
matter in the statute. In order that there be no doubt 
as to the intention of Congress, however, it might be 
advisable to set forth in the law a general policy state- 
ment that sellers are expected to shift the tax to their 
purchasers whenever feasible. 








1. If we examine it from the standpoint of the 
object of the tax; that is the res on which the tax is 
imposed, viz: business, investments, subsidiaries, the 
proposed law tends to uniformity. 


2. With a low rate, as under the proposed law, 


there will be an inducement for the holding corpora- 
tion, whose sole activities are confined to the holding 
of stocks, to find a business situs in New York. It will 
not be taxed on its income from dividends but only 
on the stocks owned, allocated on the distribution of 
the issuing corporation’s tangible assets within and 
without the state. The mere keeping of an office, hold- 
ing directors’ meetings and paying dividends by a 
foreign corporation has been held not to be doing 
business in the state. People ex rel. Manila El. R. R. Co. 
v. Knapp, 229 N. Y. 502; Chicago Junction Ry. Co. v. 
Roberts, 154 N. Y. 1. 


To the extent that a manufacturing or mercantile 
corporation owns subsidiaries, the same rate of tax 
and method of allocation will apply. 


3. Investment Companies or “Investment Trusts”, 
which are dealers in stocks and bonds for their own 
account, are taxed at 3% on their allocated income 
Irom stocks and at 6% on their allocated income from 
bonds, but they are not taxed on capital except for 
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minimum tax purposes. There will be no floor or mini- 
mum as to its investments in stocks, bonds and other 
securities. The allocation for such stocks, bonds and 
other securities will be on the same basis as holding 
corporations, viz: apportioned in the ratio of the assets 
of the issuing corporation’s stocks and bonds which 
they hold within the state to the same assets every- 
where. 


4. I agree, in the main, with Professor Shultz that 
a single allocation formula for holding and investment 
companies and for ordinary business corporations 
works badly in states like New York, and it could be 
inequitable to tax them at the same rates and by the 
same method of allocation as manufacturing and mer- 
cantile corporations having commodity sales and 
owning tangible property. A special allocation formula 
must be established for them, or they must be sub- 


jected to some other tax than the general corporation 
tax. 


Advantages of Single Formula 


On the other hand the advantages of the Single 
Formula of Allocation are simplicity of administra- 
tion for the Tax Commission, and for the corporate 
taxpayer as Professor Shultz very well puts it: 
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“Only one formula instead of two has to be calculated. No 
complicated distribution of investment assets or of the item 
of investment income has to be made. No proration of ex- 
pense between business and investment activities is required. 
Any equitable formula for allocating investment income is 
necessarily complicated and involves auditing labor. This 
complexity, these compliance and administrative costs, are 
saved by the single formula allocation.” 

The argument which I would stress as to the dis- 
advantage of the Double Allocation Formula when 
applied jointly to a manufacturing, a mercantile, a 
holding corporation or an investment trust is this: 
By a plan like that of the proposed New York law, 
which I have illustrated by excerpts from the bill and 
by an allocation diagram, a franchise tax or excise tax 
measured by net income is converted into an income 
tax on selected income, if not, indeed, into a personal 
property tax. Pollock v. Farmers Loan & Trust Com- 
pany, 157 U. S. 429. 

This distortion of a franchise tax measured by net 
income may produce the following results: 

Whereas investments in the bonds of New York 
State and of its subdivisions are wholly allocable to 
New York, investment bonds of other States and their 
subdivisions are allocable entirely outside of New 
York. New York’s Personal Income Tax and its 
Unincorporated Business Income Tax expressly exempt 
the income from the bonds of New York and its sub- 
divisions. Here we have inequality and discrimination. 

Securities of the federal government are specifically 
and completely excluded from the investment alloca- 
tion formula, and the income therefrom is taxable. 
This would appear to result in the taxation of instru- 
mentalities of the federal government. MacAllen v. 
Mass., 279 U. S. 620. 
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We then have the futility, if not the illegality, of 
eliminating or extracting certain items of capital, such 
as business capital, investment capital and subsidiary 
capital from corporations entirely dissimilar and not 
sui generis and attributing to each a separate arbitrary 
allocation of income. This double method of alloca- 
tion is not, I believe, in use in any state, or in any of 
the thirty-two states that have adopted a franchise 
tax or an excise tax, measured by income, or an income 
tax. The State Tax Commission advocates the ap- 
proval of this plan for what it calls a “trial period”. 
The Tax Commission of this state in the past found 
from its experience that it was necessary to tax these 
separate classes differently under separate sections 
and articles of the Tax Law. May I point out that 
in passing on the legality of stave franchise taxes of 
large corporations engaged in a unitary business, the 
courts have found it necessary whether the tax is 
measured by capital stock or net income to include 
both tangible as well as intangible property. The 
cash, investments and subsidiaries of a great manu- 
facturing or mercantile corporation engaged in a 
unitary business are an integral part of the entire cor- 
porate structure and cannot be dissected or allocated 
by arbitrary factors and produce legal and equitable 
results. Particularly is this so where the corporate 
taxpayer does not act as a static holding corporation, 
but where it sold stock, merchandise, purchased raw 
materials or finished products for or from the subsidi- 
aries, where patents, copyrights or power of sub- 
sidiary are used “and where the intangibles are a 
necessary part of the corporate activity and within the 
scheme of corporate functioning”. Commonwealth of 
Pa. v. Quaker Oats, 52 Dauphin Co. Reports 406, (Pa.). 


It might well be argued 
by manufacturing and mer- 
cantile corporations owning 
proportionately large realty 
interests in the state that 
since realty in the state is 
overtaxed and since such 
realty adds to its tax bur- 
den in allocating business 
income under the proposed 





investment as- 


. I S operties 
Sh Gees ten Od $ | 5B Dames assets (Item 3B minus . plan, that the e prope! 
ind. A ee eae oe acigge = hee should be eliminated from 
6A. Investment income ratio (Item 6B. Investment asset ratio (Item . ° 
4A -- Item 3A) % 4B + Item 3B) See tae ct Re the business allocation and 











separately allocated at a low 


ll 1 
jee a ee rate on assessed values. 
New York New York The cash and investments 
State State 


of a manufacturing or mer- 
cantile corporation have an 


B 





7. Real and tangible personal sadtited used in business... $.. Dentin  — masith % importance out of _propor- 

IEE ail no Po env ncanwc ad Rape os 6 agwie ides CeO. ee | eee ee. tion to the amount of interest 

om tr ; ; ceea mane eens pagties Be aint Me. 9 awe - and dividends derived there- 

S&S  & © eer rere eee XXXXXX oo a_i o ~— 

11. Business allocation percentage (4 of Item 10C). XXXXXX XXXXXX Oe ay and for - ail 

7 as 

Investment Allocation Percentage the enverest and ¢ 1 - -— 

12. Investment assets other than Federal bonds (from cannot be separately allo 

io ia eee rae ek “Ree ee % cated for tax purposes like 

Combined Allocation Percentage corresponding items of an 

13. Gross business income in New York (Item 5A x Item investment corporation. The 
Dos a3 «. SMEuux §¢ XXXXXX 

14. Gross investment income. ‘in New “York (Item 4A x bonds and stocks yielding 

Item 12C) srs osees XXXXXX  § XXXXXX interest and dividends of an 

15. Combined gross business and investment income in Investment Trust make up 

New York (Item 13B plus Item 14B) ; XXXxxx $ ; XXXXXX : : : : e 

16. Combined allocation percentage (Item 15B ~ Item 3A). xxxxxx XXXXXX i its stock in trade, its inv ee 

Capital Apportionment tory, and are bought = 

17. Business capital in New York (Item 5B x Item 11C). XXXxxx $ XXXXXX sold and traded in from ¢ ay 

18. Investment capital in New York (Item 12B or 15% of to day. The cash of the 
Item 12A, whichever is greater) XXXxxx §$ XXXXXX 


business corporation gives 
it liquidity and purchasing 
power; its investments mak- 


TAXES—The Tax Magazine 


XXXXXX 












ing 
the 
cor 


me! 
gag 
sub 
pot 
ag 
like 
act’ 
int 
inv 
of 1 


an 
su 
ret 
as 

rec 
ye 
wl 
tr} 
int 








ing up its surplus, give it stability and credit. Take 
the cash and investment in surplus away and the 
corporation dries up. 


The proposed law makes no distinction between a 
mere holding corporation and a parent company en- 
gaged in active operation for itself and its 100% owned 
subsidiaries. These subsidiaries may add to the 
potency of the business but may yield no income for 


a given year. To treat the stock of such corporation . 


like the stock of a holding corporation, when it is 
actively employed outside of the State as part of the 
integrated business of the parent corporation, may 
invade a taxpayer’s right under the due process clause 
of the Constitution. 


Conclusion 


There are many “cushions” in the new Act, which 
give the Tax Commission a wide discretion in the de- 
termination of a business allocation to adjust it by 
“(a) excluding one or more factors therein (b) including one 
or more other factors, such as expenses, purchases, contract 

values (minus sub-contract values) (c) excluding one or more 
assets in computing and allocating percentage, provided the 
income therefrom is also excluded in determining entire net 








income or (d) any other similar or different method calculated 
to effect a fair and proper allocation of the income and capital 
reasonably attributable to the state and in the case of an 
investment allocation percentage, to adjust it by excluding one 
or more assets in computing such percentage, provided the 


income therefrom is also excluded in determining entire net 
income.” 


These express provisions in the Act should give the 
Tax Commission considerable latitude in administer- 
ing the statutory formula. When the state has adopted 
a method not intrinsically arbitrary, it will be sus- 
tained until proof is offered of an unreasonable and 
arbitrary application of it to a particular case. Hans 
Rees Sons v. North Carolina, 283 U.S. 123. The partic- 
ular facts in a taxpayer’s business must present an 
infringement of constitutional rights, such as a viola- 
tion of due process of law, unequal protection of the 


law, the taxation of instrumentalities of the federal 
government. 


Whatever may be the advantages or disadvantages 
of the Double Allocation Formula as exemplified in 
New York’s law, it is not likely to be declared invalid 
as a whole in any case that deals solely with the allo- 
cation provision. [The End] 





A SIMPLIFICATION OF THE INCOME TAX—Continued from page 147 


anyway, why make him be so careful? It should be 
sufficient to use his status as shown on his prior year’s 
return. In fact, it should be sufficient to use the tax 
as properly computed for the prior year as a maximum 
requirement for the estimated tax for the ensuing 
year. To attempt to add such precision to an estimate 
which as likely as not will be far off anyway is like 
trying to mark off the surface of a water wave in 
inches. 

Lastly, in connection with this subject of under- 
estimate of estimated tax we come to the subject of 
farmers. Far be it from the purpose of this tax ex- 
ploration to cast any aspersions on the soldiers of the 
soil. But why this special treatment of farmers? 
There are thousands upon thousands of small mer- 
chants who do their largest business during the 
Christmas season. When Christmas is over, their 
business for the year is done and they can count up 
their profits on a slate. But until then no estimate 
they can make for the year is anything but a wild 
guess. Yet the farmers are singled out—their votes 
are many of course and they are organized—for a 
33% per cent margin on their estimates, with no esti- 
mate required before December 15, and their status 
as to personal exemption and credit for dependents 
already determined for the taxable year. Very few 
are the farmers who do any substantial business after 
December 15. Then why the 334% per cent margin 
for them? And why, since their estimates are not re- 
quired before December 15, should the privilege of 
basing estimates on the prior year’s returns be ex- 
tended to them at all? If that privilege is extended to 
them they should be on the same 20 per cent margin 


and March 15 declaration date as the rest of the tax- 
payers. 


It is not, of course, that privilege itself which is 
involved in this discourse. It is the fact that because 


.of it no less than three special phrases, in themselves 


complex, are torn into the context of the quoted pro- 
Vision with respect to penalty for underestimate of 
estimated tax. It may be suggested that their privi- 
leges, like those of fiscal-year individuals, can be 
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separated into a separate subchapter so that the tax- 
payers who are not so enamored of the good earth 
can read the law without going off into a daze at every 
sentence. But that would make their special privileges 
a little too obvious. Moreover, if the method of segre- 
gation into a separate subchapter, or even separate 
section, were used for every special privilege the Code 
would be so full of cross-references that one could not 
see the forest for the trees. Segregation may be an 
aid here or there, but it is no cure-all. The provision 
above quoted pertaining to underestimate of estimated 
tax is not the only such provision. The Code is full of 
them. The complexity caused by the privilege cannot 
be overcome by attacking the method of drafting it. 

By way of further illustration let us take the subject 
of depletion. Depletion has been in the income tax 
law since the first enactment under the Sixteenth 
Amendment. It began in 1913 as a supposedly simple 
5 per cent of the gross income from the property. In 
1916 the deduction was placed on an actual exhaus- 
tion basis. With World War I and the enhanced need 
for minerals and gas came discovery value whereby 
the amount recoverable through depletion allowances 
was, instead of cost, the increased value after dis- 
covery. This presented such a vague and complex 
factor that in 1926 the method of computing depletion 
was returned, in the case of oil and gas, to the basis 
of a percentage of gross income, subject to a mini- 
mum allowance of actual exhaustion based on cost. 
In 1932 this method was extended to coal, metal and 
sulphur mines, but instead of the minimum allowance 
based on cost as in the case of oil and gas the taxpayer 
was required to elect between the percentage method 
and cost. Under the 1942 Act the election was re- 
moved, and the allowance of a minimum based on cost 
substituted. Under that Act also the percentage 
method, subject to the minimum allowance, was 
granted to fluorspar, ball and sagger clay, and rock 
asphalt mines. The 1943 Act further extended this 
method to flake graphite, retroactive to 1943, and to 
vermiculite, beryl, feldspar, mica, talc, lepidolite, 
spodumene, barite and potash for years beginning 
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after 1943. As to all mines except coal, metal, sulphur 
and potash the method was limited to the what re- 
mained of the war period. In the case of any mines 
not specifically allowed the percentage method, dis- 
covery value is still applicable. 


Under the percentage method the allowance has 
always been the specified percentage of the taxpayer’s 
“gross income from the property.” As thus computed 
it has always been subject to a maximum of 50 per cent 
of the taxpayer’s “net income from the property.” 
This maximum rule has also applied to discovery 
value. While discovery value was allowed only to the 
discoverer, the percentage method was available to 
any taxpayer with respect to his gross income from 
the property. 

Application of the respective percentage to the 
gross income from the property, or to the net income 
therefrom, i is a matter of simple arithmetic. But the 
terms “gross income from the property” and “net 
income from the property” have tormented the 
drafters of regulations and burned the midnight oil of 
the courts, including the Supreme Court of the United 
States, for more than a decade. In the first place it 
was necessary to determine whether the income was 
derived “from the property”. Certainly in order that 
any income of the taxpayer be derived “from the 
property” it is necessary that he have a recognizable 
interest in the property. Need that interest be legal 
or may it be equitable? May it be neither legal nor 
equitable but only a bare economic interest which 
does not run with the property? Must the taxpayer 
have a cost or other basis which would be recovered 
by depletion allowances if the allowances were based 
on cost? 

These questions have been answered, but the answers 
are as vague and complex as the questions which gen- 
erated them. Assuming, however, that the income 
involved is clearly “from the property” one must next 
determine what is the “gross income” and the “net 
income” from the property. Those terms have caused 
no end of litigation and mental gymnastics. Now 
comes the Revenue Act of 1943 with a half-page codi- 
fication of the me: aning of the term 
from the property”. It would serve no purpose to 
quote it here. To the initiated the new Code definition 
may not seem formidable. But the very injection into 
the Code of such a lengthy and precise definition empha- 
sizes the complexities which have resulted from the 
special privilege of percentage depletion. Just as one 
falsehood must be followed by another and another, 
just so every deviation from normal accounting must 
be followed by definition and re-definition. Ordinary 
reason can usually work out the results of a normal 
provision. But when the provision is arbitrary, defi- 
nition must be arbitrary, and where definition is 
arbitrary, every answer raises a new question. There 
is never an end. A rule which is not based on reason 
is never finally stated. Such is the fruit of special 
privilege. 

Perhaps more common in the field of special privi- 
lege are the deductions for contributions, interest and 
taxes. Taxpayers in all brackets make some contribu- 
tions, but the average taxpayer in the bottom brackets 
does not have much available for that purpose. The 
advantage lies chiefly with the upper brackets. That 
the allowance is an aid to religion, education and 
charity there can be no question. One cannot question 
the allowance without bringing the most favored in- 
stitutions in the nation down upon one’s head. But 
contributions are personal expenditures, and whether 
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those who have ample funds for religion, education 
and charity are the best guides for those functions of 
social and national life is not entirely beyond ques- 
tion. Through the medium of contributions, individ- 
uals in the bottom brackets are indirectly led into the 
paths which those in the upper brackets have chosen 
for them. Termination of the allowance need not 
terminate the functions which the allowance was in- 
tended to benefit. The revenue gained by the federal 
treasury could, except for religion, be applied to the 
same functions. Whether the upper-bracket individ- 
uals are better guides to those functions may be a 
matter for debate. The allowance is still a special 
privilege. 

This is even more true of interest and taxes. An 
individual who owns his own home can deduct the 
interest and taxes which he pays on it. An individual, 
however, who cannot afford a home of his own, or for 
other reasons does not own his own home, cannot 
deduct the rent which he pays and which serves 
the same purpose as the interest and taxes paid by the 
home-owner. It may be public policy to favor the 
home-owner, but the provisions allowing deduction 
of interest and taxes had no such noble origin. They 
have been in the revenue law since the first enactment 
under the Sixteenth Amendment, since the time, 
therefore, when only individuals of comparative means 
were taxpayers. It is not with home-ownership by 
those few that the policy, if any, in favor of home- 
ownership is concerned. The allowance of deductions 
for interest and taxes not incurred for business or 
income purposes represents a special privilege which 
has become rooted in the law through age and without 
sufficient reason, historical or otherwise. 

Another venerable allowance which the Revenue 
Act of 1943 finally extracted from the law is the earned 
income credit. The saving from the credit to each 
taxpayer was hardly enough to warrant the complex- 
ity which it added to the law. At the same time, the 
loss of revenue to the federal treasury resulting from 
the credit was great, because of the fact that the 
credit applied to every taxpayer. From every view- 
point the repeal of the credit is praiseworthy. 

One cannot fail to observe in passing, however, that 
this one credit which Congress eliminated in the in- 
terest of simplicity benefited chiefly the taxpayers 
in the lower brackets. Likewise in the interest of 
simplicity, Congress under the 1943 Act eliminated 
not a credit but an additional tax, the so-called “anti- 
windfall tax” imposed under the Current Tax lav- 
ment Act. That was the tax which in effect placed on 
the 1942-43 income tax forgiveness a ceiling deter- 
mined by the income of a pre-war year. That addi- 
tional tax applied only to taxpayers with incomes 
over $20,000., to taxpayers, therefore, who can well 
afford complexity. Moreover, by the elimination of 
the tax not only was the complexity removed but 
also a tax, while in the case of removal of the earned 
income credit the result was an increase in tax. It is 
not too early to suggest that many a crime will be 
perpetrated in the name of tax simplification. 

Returning to the issue of special allowances, instead 
of integrating the victory tax with the normal tax and 
surtax, the normal tax and surtax should be integrated 
with the victory tax. Under the victory tax, 
penses or losses not connected with business or the 
production of income are deductible. There is no 
sound reason why they should be in computing the 
normal tax or surtax either. Their elimination from 
the tax structure completely would go a long way 
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toward simplifying the law. If necessary politically 
the rates could be lowered a little by way of compen- 
sation. 

By this means and other corrections, the tax could 
be placed on the basis of true net income. Only then 
would it be possible, with justice, to eliminate the fil- 
ing of returns by taxpayers in the bottom brackets 








whose entire income is subject to withholding. Those 
returns which are filed would, except in the case of 
taxpayers in business, be simple statements of gross 
income together with a computation of tax. Returns 
can only be made simple if the law is made simple, 
and the law will never be simple as long as it is a mass 
of special allowances and special privileges. [The End] 











not; and others make investigations of particular sub- 
ject matter suggested by the office or merely of rec- 
ords thought most likely to reveal shortages.*® In 
the case of the Wisconsin income tax, for example, 
comprehensive field audits of a few taxpayers, espe- 
cially corporations, have been usual. In New York, 
on the other hand, and indeed in most states, the exact 
contrary has been the practice. The same is true of 
other sorts of investigations. 

With respect to settlements on the administrative 
level, there are three characteristic plans, each show- 
ing extraordinary variations. Moreover, each is 
usually characterized by greater actual discretion in 
the hands of the individual investigator than in the 
case of the federal income tax. (1) The tax depart- 
ment through regular operating channels is respons- 
ible for directly making all settlements. This plan 
for most purposes obtains, for instance in Virginia, 
where the individual head of the department is the 
last administrative official to review a tax case. 
(2) In numerous states, the tax department maintains 
a special agency for making final administrative set- 
tlements on review of regular administrative staff 
work. In Kentucky, the Department of Revenue func- 
tions under the direction of a Commissioner of Rev- 
enue for ordinary administrative purposes. In case of 
the inability of the regular staff to agree with tax- 
payers on settlements, the matter is formally heard 
by the Kentucky Tax Commission.*® The determina- 
tion of the Commission is final short of the judiciary. 
So it is—with wide variations—in Mississippi, New 
York, South Carolina, and many other states. (3) Sev- 
eral states maintain agencies outside the tax depart- 
ment which may review the tax administrator’s 
decisions. Here, the pattern is the federal govern- 
ment; but in most cases the boards of tax appeals of 
the states are less a judicial and more an administra- 
tive agency than is the United States Board of Tax 
Appeals.47 In Ohio, for instance, practically any 
operating decision of the Commissioner of Revenue 
may be reviewed on petition by the taxpayer to the 
Board of Tax Appeals. Decisions by the Boards may 
usually be appealed to the courts. 


* The second policy is more like the federal income tax practice, 
though in many cases federal agents make thorough investigations. 

“A body maintained almost wholly for this purpose. Cf., James 
W. Martin, ‘‘Practice before the Kentucky Department of Revenue,”’ 
Kentucky Law Journal, Nov. 1939, pp. 3 ff. 

“Now the Tax Court. On this point, see Joel Hunter, ‘‘The 
State Board of Review in Local Property Taxation,’’ Proceedings, 
National Tax Conference, 1941, pp. 95 ff. 
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LAND VALUATION IN SOUTH 





tinuous fluctuation in the tax base calls for adjust- 
ments in local government which frequently are difficult 
to make. 

The long-run average annual net return from land 
Should be the hub around which valuation procedure 
centers. Land valuation should be computed in terms 


Land Valuation in South Dakota 


COMPARATIVE EFFICIENCY OF TAX ADMINISTRATION—Continued from page 169 


Role of Integration in Auditing 


The function of compliance contemplates a close 
check to ascertain whether specified classes of tax- 
payers have filed the returns required by law. In 
addition to serving this function, some of the pro- 
cedures which have been suggested afford also some 
bases for a check of the amount of tax liability. For 
example, if a decedent owns a specified number of 
shares of stock in a corporation and the rate of divi- 
dends paid on the securities is known, then the auditor 
having a death tax return before him can ascertain not 
only whether the income tax return has been filed, but 
also whether the precise amount of dividends which 
should have been returned has actually been re- 
ported. One of the most generally exploited pro- 
cedures by state revenue departments is the record of 
gross sales reported for various types of sales taxes 
and relatively susceptible of verification, and the rec- 
ord of sales reported for income tax purposes. Numer- 
ous other possibilities of this sort exist. Thus, any 
state tax administration which is so integrated that 
returns of each class may be checked against informa- 
tion accumulated in connection with those of all other 
classes has a definite advantage from the point of view 
of both compliance and audits over that department 
or group of departments which lacks such facilities. 

In practice, moreover, state tax administration has 
a definite advantage in this particular respect over the 
Bureau of Internal Revenue. It is true that the Bu- 
reau administers a large number of taxes, but it ap- 
pears that surprisingly little integration for controlling 
compliance or for checking on the reported amounts 
of liability declared is found. That is, the Bureau ad- 
ministers each tax, in the main, independently of each 
other tax. The one definite exception to this, which 
is really so only in part, is the income tax group. In 
general, the income tax auditor has access not only to 
the individual taxpayer’s return but also to other in- 
fotmation available in the income tax unit. There is 
comparatively little exploitation of this possibility 
aside, perhaps, from the auditing of fiduciary and part- 
nership and related individual returns. Similarly, 
there is almost complete lack of integrated federal- 
state compliance activity except as both may occa- 
sionally use the same resources, e. g., corporation lists 
from the state records office. [The End] 


DAKOTA—Continued from page 160 | 


of the net earning capacity of the land over a period 
of years sufficiently long to give a reliable average as 
indicated by a method of calculation which de-emphasizes 
management. It is the earning capacity of the land 
itself which should serve as a foundation for the 
calculation of its worth. [The End] 
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SECTION 734 OF THE INTERNAL 
REVENUE CODE 


Harry J. Rudick, Member of the 
New York Bar 


53 Yale Law Journal, December, 1943, 
p. 137-161 


To profit from one’s own mistakes has 
traditionally been considered the hallmark 
of a wise man. The taxpayer who attempts 
to pursue this ancient path to wisdom, how- 
ever, will find the road strewn with Con- 
gressionally created obstacles, such as 
section 734 of the Internal Revenue Code. 


According to a senate report, section 734 is 
. . . an equitable provision designed not to pre- 
vent inconsistency but to discourage such in- 
consistency by depriving the guilty party of 
any pecuniary benefits therefrom . . . [This] is 
evidenced by the fact that an adjustment is not 
authorized if the party maintaining the incon- 
sistent position is the party who would derive 
a pecuniary benefit from the adjustment. 


Thus, if a taxpayer corporation had 
erroneously capitalized an expenditure in 
1938, it could not, by refusing to claim a 
consistent depreciation in computing its ex- 
cess profits tax for 1942, reduce the 1942 
excess profits tax through adjustment under 
this section by the income tax overpayment 


for 1938. 


The tax problem which section 734 is 
designed to solve is not a new one, nor is 
this the only Congressional attempt to 
eliminate inconsistency. However, it is 
broader in scope and application than other 
corrective provisions of the Revenue Code. 


Application of the Section 


To whom applicable. Since section 734 
operates to increase or decrease only excess 
profits tax liability, the only taxpayers who 
will be directly affected by it are corpora- 
tions subject to that tax. 


An adjustment, however, may require 
recomputation of the tax not only of the 
taxpayer itself but of another taxpayer, if 
that other taxpayer is a “predecessor” of the 
taxpayer. “Predecessor of the taxpayer” in- 
cludes only: a person which a “component 
corporation” of the taxpayer within the mean- 
ing of section 740; a person which on April 
1, 1941, or any time thereafter, controlled, as 
defined in section 112 (h), the taxpayer; and 
a predecessor of a predecessor. 


Circumstances of Adjustment 


Five conditions are prerequisite to appli- 
cation of section 734. 

Excess profits credit treatment inconsistent 
with income tax treatment in prior years. Any 
item of excess profits credit prior to 1940 
might be affected by factual inconsistent 
treatment, either under the rule of law ap- 


plied or merely in the computed amount of 
that item. 


The statute supplies its own definition of 
the term “income tax” as used in the phrase 
“income tax treatment.” Such income tax 
includes not only income tax in the conven- 
tional sense but other taxes measured by 
income, such as the penalty surtax on cor- 
porations improperly accumulating surplus. 

Prior income tax treatment incorrect. Sec- 
tion 734 does not come into play unless the 
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income tax treatment in the prior year was 
erroneous. In short, the present position 
must be correct; for otherwise there is no 
inconsistency. In determining whether the 
treatment in the prior year was erroneous, 
the governing law is the law applicable to 
that year. 


Consistent treatment resulting in an increased 
or decreased prior year’s income tax liability. 
If the correction of the error would result 
in no increase or decrease in income tax 
liability of the taxpayer or its predecessor 
for some prior year, the amount of the 
adjustment would always be nil. The statute, 
in such a case, has no application because, 
under its terms, there must be an increase 
or decrease. 


Correction prevented. Since the whole pur- 
pose of the section is to prevent uncon- 
scionable use of a barrier to correction, the 
section will never be applicable where cor- 
rection in some other way is possible. 


By specific provision, the fact that cor- 
rection is permitted under section 3801 of 
the Internal Revenue Code does not prevent 
application of section 734. Where incon- 
sistent treatment results in application of 
both sections, correction under section 3801 
will affect only the amount of tax previously 
determined for the prior year, and the finan- 
cial penalty on the inconsistent party will 
not be increased because of the concurrent 
operation of the two sections. 


Another specific provision prohibits the 
application of the section to a prior year in 
which the income tax liability has been “for- 
mally” compromised under section 3761. 
Undoubtedly, the reason for not applying 
section 734 where the closed year is a “com- 
promise” year is the difficulty of computing 
the adjustment in such a case. 


“Informal” compromises or settlements, 
which constitute the great bulk of the actual 
compromises and settlements entered into 
by the Treasury Department, are ostensibly 
not within the scope of the exception. Yet 
the reasons which presumably prompted 
Congress to except formal compromises are 
frequently applicable to informal settle- 
ments. 

Maintenance of inconsistent position. The 
four conditions previously discussed remain 
passive until either the taxpayer or the Gov- 
ernment, “in determining at anv time” the 
taxpayer’s excess profits tax liability, assumes 
a position inconsistent with its or its prede- 
cessor’s prior treatment, which would result 
in an adjustment to his disadvantage. 


In other words, one cannot choose to be 
inconsistent in order to derive gain from 
the section. 

Since the statute authorizes an adjustment, 
if “at any time” in determining the excess 
profits tax of the taxpayer an inconsistent 
position is adopted, a final determination of 
such tax is not a condition precedent to an 
adjustment under this section. 

The filing of an excess profits tax return 
by the taxpayer is a determination, as is the 
assertion of deficiency by the Commissioner 
or a court decision. But the adjustment re- 
quired by the section does not become final 
until the determination itself becomes final. 

Has the taxpayer the right to withdraw 
at any time from an inconsistent position? 
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position with respect to an item or transactio Thus. i 
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Method of adjustment. The adjustment re- 
quired by section 734 represents the net 
increase or decrease in prior years’ income 
fax liabilities, including interest. By virtue 
of an amendment in the 1942 Act, the sec- 
tion provides that if the adjustment is a 
such decrease exceeds the 
Mexcess profits tax of the year in which the 
position is finally adopted, the excess may 
Mbe applied to reduce excess profits taxes of 
M succeeding taxable years. 


m® Although the section makes no specific 

provision, it would appear that if a deter- 
mination of excess profits tax liability for 
Mone taxable year requires an adjustment 
under section 734 with respect to a particular 
item, similar treatment of the same item 
jor subsequent excess profits tax taxable 
years does not authorize a further adjust- 
ment under the section. 


Amount of adjustment. To ascertain the 
amount which must be added to or sub- 
tracted from excess profits tax liability, three 
separate steps must be taken. 


(1) The income tax of the taxpayer or its 
predecessor (or predecessors) must be de- 
termined for the closed years affected by 
the adjustment; (2) the increase or decrease 
in such tax that would result solely from 
consistent, that is, correct treatment must 
be determined; and (3) interest must be 
added to the increase or decrease. 

The word “solely” may be slightly bother- 
some, Each erroneous item must be treated 
separately; if each adjustment were made 
dependent upon the others, complications 
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arately, the effect of the adjustment upon 
all of the items which entered into the pre- 
vious determination is taken into account. 
Thus, if the taxpayer’s charitable contri- 
butions exceeded the allowable percentage 
of the income previously determined and if 
the adjustment involves an increase in that 
income, the deduction allowable for such 
contributions is correspondingly increased. 
Similarly, a foreign tax credit or the earned 
income credit might be increased or de- 
creased. 

Does the adjustment require x recomputa- 
tion of the penalties for delinquency, negli- 
gence, or fraud if the taxpayer had been 
held subject to such penalties in the prior 
year? The statute, the committee reports 


and the regulations are silent on this ques- 
tion, 


_ It may, however, be plausibly argued that 
in view of the specific provision for the 
addition of “interest” to the increase or de- 
crease, the failure to mention other additions 
to the tax means that penalties are not 
to be increased or decreased. 


The leading commentators on section 3801 
appear to conclude that an adjustment 
under that section carries with it adjust- 
ment of penalties. But in view of marked 
difference in language between section 3801 
and section 734, such a conclusion can hardly 
apply under section 734. 


_ The 1942 Act states that the date to which 
interest must be paid is the 15th day of the 
third month following the close of excess 
Profits taxable year. There remains ‘some 
doubt as to the date from which interest 
's computed. But in an example given in 
the regulations, U. Treas. Reg. 109, 
§ 30.734-4, the interest on both decreases 
and increases is computed from the fifteenth 
day of the third month following the close 
of the taxable year. This would seem to be 
'n accord with the intent of the statute. 
Treatment, as an income or deduction item, 
of interest included in the adjustment. Interest 
on the prior year’s tax included in the ad- 
Justment retains its character as such and 
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constitutes either a deduction, in the case 
of an increase, or income, in case of a de- 
crease. Interest is entered in the year in 
which falls the date prescribed for the pay- 
ment of the excess profits tax. 


Where there are both increases and de- 
creases affecting the same excess profits tax 
taxable year, the interest factor in each 
increase and decrease is separated out and 
the net of all such interest factors is either 
income or a deduction. 


Where there is a carry-over of decrease 
because the decrease with respect to the 
prior year exceeds the excess profits tax 
liability of the year in which the inconsistent 
position is maintained, the regulations pro- 
vide that “no portion of the amount sub- 
tracted in any taxable year shall be deemed 
to represent interest until the portion of 
the net decrease which represents tax has 
been exhausted.” 


Conclusion 


Now that section 734 is here, what should 
be done about it? 


The cure affected by: the section is not 
worse than the disease it seeks to remedy. 
It does not compel correction of honest 
mistakes. But an honest mistake ceases to 
remain honest when the errant party seeks 
correction without giving up the advantage 
he originally derived. 


This is not to say that more tax should 
be paid by reason of the error than if it has 
not been made. Section 734 (and likewise 
section 3801) makes the errant party pay 
no more than if he had not made the error 
in the first instance. Except to the extent 
that the interest added under the section 
may exceed the rate of return on the use 
of the money in the meantime, the parties 
are no worse off. 


Admittedly, section 734 is a complicated 
and difficult section. Its possibilities are 
limited only by the imagination. In this 
discussion, a number of possible applica- 
tions are presented, but they constitute only 
a small fraction of the number which might 
arise. 


There may and probably will be hard 
cases, but hard cases in tax law are in- 
evitable. Absolute certainty and precise 
equality are mirages. Section 734 is no more 
or less perfect than the whole tax law. It 
deserves a fair trial. 


BUSINESS SITUS AS BASIS OF 
PROPERTY TAXATION 
OF INTANGIBLES 


Karl Drechsler 


1943 Wisconsin Law Review, 
May, 1943, p. 352-377 


It has long been recognized that the rule 
that property is subject to taxation at its 
situs, while readily understood with respect 
to tangibles is, in itself, meaningless when 
applied to intangible property. Because it 
is without physical characteristics, it can 
obviously have no location in space. 


The attribution of a tax situs to an in- 
tangible, therefore, is only a fiction to 
symbolize those considerations which are 
persuasive grounds for deciding what place 
is most appropriate for the imposition of 
the tax. 


Practical economics, for example, consider 
that a foreign corporation that is established 
in this country and thereby protected by its 
laws ought to support the government that 
protects it. Likewise the foreign corpora- 
tion that enters into competition with local 
corporations should not be in a more ad- 
vantageous tax position than it. 


The rule that intangible property which 
acquired a business situs in a state other 
than the domicile of the owner is taxable 
in such state is settled. But no such una- 
nimity of opinion exists in regard to the 
questions as to just what constitutes a 
business situs. 


Certain factors, or combinations of fac- 
tors, however, have recurred so often that 
they have enabled the courts to formulate 
two quite definite rules: the old analytic 
method and the new integration theory. The 
author attempts to segregate those particu- 
lar facts and theories and to evaluate their 
importance in relation to the question of 
situs in the field of property taxation. 


Analytic Method 


Under the old analytic method, the ex- 
istence of a continuous or permanent busi- 
ness in the state has been considered by 
the courts to be the most important single 
factor, and an indispensable condition, for 
the taxation by the state of intangibles of 
a nonresident on the theory of their having 
a business situs in such state. 

But what amounts to permanency of busi- 
ness is a matter which depends on the 
circumstances in each particular case. 


Credits. A business situs for credits is 
connected with the idea of more or less 
permanency of location of the credit, or with 
a purpose to incorporate them, when col- 
lected, into the mass of property of the 
state. 


For example, in the New England Mutual 
Life. Insurance Co. case, 121 La. 1067, the 
average daily balance of a bank deposit 
created by a local agent from the collection 
of premiums in the course of business car- 
ried on in the state by a foreign insurance 
company was held to be taxable in the state, 
although the collections were remitted week- 
ly to the home office, except for a balance 
always retained to the credit of the ac- 
count. 


It seems that the requirement of permanency 
in regard to credits is to be judged as of 
the time when the credits to be taxed 
came into existence. It also appears that 
a single credit or a series of separate credits 
is not sufficient for the creation of a business 
situs but that the credits of the nonresident 
must be employed, through a resident agent, 
in carrying on a permanent business for 
the owner. 


An interesting problem as to business 
situs arises when accounts receivable come 
into existence in the course of business of a 
large concern with offices in many states but 
managed and directed from one central execu- 
tive office. 


In American Barge Line Co. v. Board of 
Supervisors, 246 Ky. 573, a foreign corpora- 
tion maintained offices in several states, but 
there was no evidence as to where the 
credits had been earned. Holding that no 
taxable situs of the company’s property 
away from its domicile had been fixed, the 
court declared: 


. The credits extended to customers in the 
present instance constituted a mere incident of 
the main business of the corporation. They 
were uncollected charges for services rendered 
by the boats and barges in transporting freight. 
They acquired no separate situs for any purpose. 
No capital was invested or reinvested in the 
accounts, or employed in the local jurisdiction. 
The accounts resulted from the major activity. 
The right of the creditor to collect from its 
debtors did not bring the debts within the state 
in any such form or substance as to give them 
a taxable situs. 


This decision makes it clear that it is 
not the maintenance of offices within a state 
that determines the situs, but the permanent 
use of the credits in the state which may 
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or may not coincide with the former, a 
fact frequently overlooked in practice. 


Notes and Mortgages. Non-negotiable notes, 
taken by an agent of a foreign corporation 
in the course of its regular, continuing busi- 
ness of investing and reinvesting moneys 
within the state, and kept by him until 
maturity, have a business situs in the state 
for taxation. 


Sut again, the lack of permanency of the 
business will hinder the creation of a business 
situs. Thus, bonds secured by a mortgage 
on local realty, purchased by and sent to 
a foreign corporation immediately, do not 
acquire a business situs if they represent 
one isolated loan and are not purchased 
with money obtained from business done 
in the state. 


Bank Deposits. Bank deposits, technically 
on a debt-credit basis, are subject to the 
same rules in regard to business situs as 
other debts. They are accordingly taxable 
by the state in which they are kept if they 
are maintained as incidental to the carrying 
on of a business in that state. 


Authority of a Local Agent 


As stated in Suttles v. Northwestern Mutual 
Life Insurance Co., 193 Ga. 495, the “physical 
location of the managing authority, or the 
place from which it may emanate in par- 
ticular transactions,” is not controlling on 
the question of business situs. 


Though the existence of a local agent is 
not a determining factor, the extent of the 
authority of such local agents does seem 
to play a most important role in determining 
whether the intangibles have become local- 
ized in the state. 


It may be said that the test of authority 
is whether the agency constitutes a self- 
operating and independent business or is 
directed and managed exclusively from a 
place outside the state. 


Credits. Credits on sales of goods arising 
out of business established in a state, subject 
to the control and direction of the local 
agent who employs salesmen and controls 
extensions of credit, are held taxable there. 
It is submitted that complete want of dis- 
cretion on the part of the local agent to 
utilize any of the proceeds in the conduct 
of the local branch is a decisive factor in 
answering the question of business situs. 

Notes and Mortgages. As with credits, notes 
and mortgages of a nonresident, in the pos- 
session and under the control of a local 
agent authorized to manage and reinvest the 
same, are subject to taxation by the state. 
But there is an Indiana case—Theobald v. 
Clapp, 43 Ind. App. 191—which held other- 
wise. 

Mere custody of evidences of intangibles 
of a nonresident in the state for safekeeping, 
or their custody in the state by one acting 
in a clerical capacity, is never sufficient to 
give them a business situs for property 
taxation within the state. 








There must be, in addition, some business 
use of the property, or some power of 
managing, controlling, or dealing with it in 
a business way. 


Authority to Collect 


Under the analytic method, the general 
rule is that authority to collect is not suffi- 
cient grounds for considering the business 
of an agent taxable. However, there is a 
line of decisions going back to New Orleans 
v. Stempel, 175 U. S. 309, which holds that 
notes of a nonresident, if kept in the state 
by an agent who has authority to collect 
interest and capital, have acquired such 
independent and concrete form as to war- 
rant their taxation in the state of the agent’s 
domicile. 

Normally a debt, being a kind of intan- 
gible personal property, is taxable in the state 
in which the creditor resides and nowhere 
else. A debt has no situs for the purposes of 
property taxation in the state of the debtor’s 
domicile. 

The presence of the evidences of credits 
within the taxing state, while possibly im- 
portant, is not indispensible to a situs. This 
is evident from the number of cases in 
which a business situs in the taxing state 
has been assigned to intangibles which have 
never been reduced to concrete form. 


Buck v. Beach, 206 VU. S. 392, is the leading 
case for the rule that the mere presence in 
the state of the evidences of the credits is 
insufficient to give them a business situs 
for the purposes of taxation. 

There is new concept in frequent use by 
the courts in establishing the situs for tax- 
ation purposes. 


Under the “integration doctrine,” as this 
new trend may be called, it is necessary to 
establish (1) that the intangibles have be- 
come an integral part of some out-of-state- 
business activity and (2) that their possession 
and control are localized in an independent 
business enterprise so that their substantial 
use and value primarily attach to, and be- 
come an asset of, the outside business. 


The difference between this new theory 
and the old method of determining the ex- 
istence of business situs for intangibles is 
obvious in principle at least. The old method 
of distinguishing facts as either indispensible 
or immaterial cannot be upheld under the 
doctrine of integration. 


Two leading cases are quoted frequently 
in decisions of state courts where the integ- 
ration doctrine is in use. They are Wheeling 
Steel Corporation v. Fox, 298 U. S. 193, and 
First Bank Stock Corporation v. Minnesota, 
301 U. S. 234. 


In the Wheeling case, supra, the Supreme 
Court summarized the effect of the dis- 
coverable factors of business within a state 
in the phrase that a commercial domicile for 
intangibles is established at the place “where 
the management functions,” that is, “the 
actual seat of the corporate government.” 

In the second leading case, the First Bank 





IRREVOCABLE TRUSTS: OBSERVATIONS 





With the exception of short term trusts (which are 
no concern of ours) the “degree” of control which 
turns an ordinary management into “dominion,” is 
that which is found in the Stein, Buck, Chandler, Hey- 
The heretofore mentioned 
provisions in said cases were considered by the Board 
and the respective courts as valid and subsisting, un- 
der the old concepts of Equity Jurisprudence, thereby 
becoming the “events” subject to “the federal defini- 


man and Warren cases. 


tion of taxability.” 
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not impossible. 
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AND COMMENTS — Continued from page 151 


Assuming such provisions to be and/or become 
null, void and of no effect (such assumption being 
made under the Stuart decision) the remainder of the 
respective trusts in said cases stands as if no such 
provisions were inserted therein in the first instance. 
And the result of elimination of such provisions makes 
the future application of the “dominion and control” 
concept to said trusts, or similar ones, improbable 1! 








Stock Corporation case, supra, a foreign co. 
poration transacted corporate business ap 
fiscal affairs at its principal office in a sta, 
other than that in which it was organized 
The Court held that the business transact; 
at the office other than its principal offic 
was taxable within the state in which it wa 
located. 


Cases following the integration theor 
hold that a business situs of intangibje 
property exists where the owner employs the 
wealth represented by it as an integral por. 
tion of the business activity of the particular 
place, so that it becomes identified with the 
economic structure of that place and lose 
its identity with the owner’s domicile, 


Though it is too early to say whether the 
factors are essential conditions, the case 
that have professed to follow the integration 
theory show two clear factors necessary to 
establish a situs for taxation purposes: first, 
continuity and permanency of business, and 
second, some authority on the part of the 
local agent in dealing with the intangible 
property. 

Both factors are present in the old analytic 
method, but the integration theory has one 
innovation that is apparent, namely that 
mere limitation of the local agent’s authority 
will not obviate the establishment of a busi- 
ness situs of intangibles which have become 
integral parts of the local economy through 
efforts of the agent. 


That simple quantum of the agent’s author- 
ity is no longer a controlling factor was 
made very clear in Suttles v. Northwestern 
Mutual Life Insurance Company, supra, The 
court pointed out that the place where the 
management resided and from which it was 
projected, did not control the question be- 
cause 


















































‘ it would seem to follow [if the situs of 
the home office were controlling] that in practi- 
cally no case would credits arising from busi- 
ness transacted through a branch office or place 
of business so treated in a different jurisdiction 
be subject to tax by the local authorities, be 
cause in all such cases the resident or local 
agent would still be subject to control by his 
principal, whether a special or a general agent. 
It is not believed that the great organic prin- 
ciples invoked would make the mere quantum 
of the agent’s authority a controlling factor. 
We think they would declare that where a non- 
resident does in any manner actually conduct 
business in the state through a local agent, he 
cannot deprive the state of its authority to tax 
by limiting the authority of such agent. 





Too many cases still belong in the “twi- 
light zone” to make the present state of the 
law in this matter completely satisfactory, 
but it must be conceded that the integration 
theory in regard to taxability of intangibles 
at a place other than the owner’s domicile is 
more in accord with the practical view 
the business man. 

That the theory tends, incidentally, to 
allow taxation of intangibles in cases where 
a tax situs was not given under the old 
doctrine is a development not confined to 
taxation of intangible property. 











[The End] 
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TATE TAX CALENDAR 


ALABAMA 
May 1—— 
Automobile dealers’ reports due. 
May 10—— 


Automobile dealers’ reports due. 

Oil and gas conservation tax due. 

Tobacco use tax and reports due. 

Wholesalers’, distributors’ and retailers’ 
alcoholic beverage reports due. 


May 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and transporters’ 


lubricating oils tax reports due. 

Motor carriers’ mileage tax and reports 
due. 

May 20—— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax and reports 
due. 

Gasoline tax and reports due. 

Lubricating oils tax and reports due. 

Motor fuel tax and reports due. 

Sales tax and reports due. 


ARIZONA 

May 5—— 

Alcoholic beverage licensees’ reports due. 
May—First Monday—— 

Bank share tax installment delinquent. 

Property tax (semi-annual installment) de- 

linquent. 

May 15—— 

Gasoline tax and reports due. 

Gross income reports and tax due. 

Motor carriers’ reports and taxes due, 
May 20—— 

Last day to make property tax returns. 
May 25—— 

Motor fuel carriers’ reports due. 


ARKANSAS 

May 10—— 

Alcoholic beverage taxes and reports due. 

Motor fuel carriers’ reports due. 

Natural resources purchase statements due. 

Natural resources severance tax and re- 
ports due. 

May 15—— 

Income tax information returns due. 
Income tax returns and first tax install- 
ment due. 

May 20 
Gross receipts tax and reports due. 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 





CALIFORNIA 
May 1—— 
Beer and wine tax and reports due. 
Gasoline tax due. 
May 15—— 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Use fuel tax and reports due. 
May 20—— 
Motor carriers’ gross receipts tax due. 


COLORADO 
May 1—— 
Last day to file property tax returns. 
Franchise tax due. 







Mil\ pa 


* 


State Tax Calendar 


May 5—— 


Motor carriers’ tax due. 


May 10—— 


Motor carriers’ reports due. 
Wholesale dealers’ alcoholic beverage re- 
ports due. 
May 14—— 
Sales tax and reports due. 
Use tax and reports due. 
May 15—— 
Coal mine owners’ reports due. 
Service tax and reports due. 
May 25—— 
Coal tonnage tax reports due. 
Gasoline tax and reports due. 


CONNECTICUT 
May 1—— 
Gasoline tax due. 
Motor vehicle operators’ licenses expire. 
May 10—— 
Cigarette distributors’ 
due, 
May 15—— 
Gasoline distributors’ and use fuel reports 
due. 
May 20—— 
Alcoholic beverage tax and reports due. 


inventory reports 


DELAWARE 
May 1—— 
Sussex county property taxes due. 
May—First Monday—— 
Steam, gas and electric company reports 
due. 
May 15—— 
Alcoholic beverage manufacturers’ 
importers’ reports due. 
Filling station gasoline tax reports due. 
May 31—— 
Carriers’ gasoline tax reports due, 
Distributor’s gasoline tax and reports due. 


and 





DISTRICT OF COLUMBIA 


May 10—— 

Alcoholic beverage tax reports due from 
licensed manufacturers, wholesalers and 
retailers. 

Beer tax reports due from licensed manu- 
facturers and wholesalers. 


May 15—— 
Beer tax due. 
May 25—— 
Gasoline tax reports and payment due 


FLORIDA 
May 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports and taxes due, 
May 15— 
Carriers’ gasoline reports due. 
Gasoline tax and reports due. 
Motor vehicle fuel use tax and reports 
due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 
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GEORGIA 

May 1—— 

Last day to make property tax returns. 
May 10—— 

Tobacco wholesale dealers’ reports due. 
May 15— 

Malt beverage tax and reports due. 
May 20——. 


Gasoline tax and reports due. 


IDAHO 

May 1—— 

Last day for mine net profits reports. 
May 10—— 

Beer dealers’ reports due. 
May 15—— 

Electric power company reports and kilo- 

watt tax due. 
Gasoline dealers’ tax and reports due. 


ILLINOIS 
May 1—— 
Personal property tax due in Cook county. 
Semi-annual installment of real property 
tax due in Cook county. 
May 10—— 
Motor carriers’ mileage tax due. 
May 15—— 
Cigarette tax returns due. 
Last day to make alcoholic beverage re- 
ports. 
Public utility reports and taxes due. 
Sales tax and reports due. 
Warehousemen’s alcoholic beverage 
ports due. 
May 20—— 
Gasoline tax and reports due. 
Oil production tax and reports due. 
May 30—— 
Transporters’ gasoline tax renorts due. 


re- 


INDIANA 
May 1—— 
Private car company property taxes due. 
May—First Monday—— 


Property tax (semi-annual installment) 
due. 
May 15—— 
Fuel use tax report and payment due. 
May 20—— 


Bank and trust company intangibles tax 
report and payment due. 

Bank share tax due. 

Building and loan association intangibles 
tax and reports due. 


May 25— 
Gasoline tax and reports due. 


IOWA 
May 1—— 

Electric light and power, gas, water, pipe 
line, electric railway, and elevated street 
railway companies’ property tax report 
due. 

Electric transmission lines’ 
reports due. 

Telephone and telegraph company prop- 
erty tax reports due. 


property tax 
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May 10—— 

Carriers’ gasoline tax reports due. 

Class A permittees’ beer tax reports due. 
May 20—— 

Gasoline tax and reports due. 
























































KANSAS 
May 10—— 
Malt beverage tax and reports due. 
May 15— 








Carriers’ gasoline tax reports due. 
Compensating tax and reports due. 
Motor carriers’ gross ton mileage tax and 
reports due. 
May 20—— 
Sales tax and reports due. 
May 25—— 
Gasoline tax and reports due. 
May 31—— 
Last day for express companies to report. 

































































KENTUCKY 











May 1—— 
Property tax becomes delinquent in City 
of Louisville. 
May 2—— 
Stored distilled spirits tax due. 
May 10—— 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax report due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
May 15— 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
tax and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax and re 
ports due. 
May 20—— 
Oil production tax and reports due. 
May 31—— 
Dealers’ and transporters’ gasoline tax and 
reports due. 




















































































































LOUISIANA 








May 1—— 
Gas gathering tax and reports due. 
Income tax return and first installment 












































due. 

Pipe line transportation reports and tax 
due, 

Public utility license tax and quarterly 
report due. 








Severance tax reports and taxes due. 
Wholesalers’ tobacco reports due. 

May 10—— 
Importers’ gasoline tax and taxes due. 
Importers’ kerosene reports due. 












































Importers’ lubricating oils reports and 
taxes due. 
Light wine and beer importers’ reports 
due. 
May 15—— 





Carriers’ gasoline tax reports due. 

Carriers’ kerosene tax reports due. 

Carriers’ light wine and beer reports due. 

Carriers’ lubricating oils reports due. 

Income tax returns and first installment 
of tax due. 

Intoxicating liquor manufacturers’ and 
dealers’ reports due. 

Wholesalers’ and retailers’ tobacco tax re- 
ports due. 

May 20—— 

Dealers’ gasoline tax and reports due. 

Dealers’ kerosene tax and reports due. 

Fuel use tax and reports due. 
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Light wine and beer dealers’ and manu- 
facturers’ tax and reports due. 
Lubricating oils tax due; dealers’ reports 


MISSISSIPPI 


May 1—— 
Information reports of railroads due. 


due. Property tax (second semi-annual install- 
New Orleans sales and use tax and reports ment) due. 
due. May 5——- 
Petroleum solvents reports due. Factory reports due. 
State sales and use tax and reports due. May 10 
Admissions tax and reports due. 
MAINE May 15— 
May 1—— Gasoline tax and reports due. 
Insurance company premiums tax due. Liquefied petroleum equipment manufac- 
May 10 ——s dealers’ and jobbers’ reports of 
Malt beverage manufacturers’ and whole- Man or ue. sniiitainioas 4 
salers’ reports due. anufacturers’, stributors’ and whole- 


salers’ tobacco tax reports due. 
Retailers’, wholesalers’, distributors’ and 
carriers’ light wines and beer reports 
due. 
Sales tax and reports due. 
Timber severance tax and reports due. 
Use tax and reports due. 


May 15— 
Parlor car company reports due. 
Use fuel tax and reports due. 
May 31—— 
Gasoline tax and returns due. 


MARYLAND 
May 1—— MISSOURI 
Chain store tax due. ~~ i— , _— 

0 nsurance company premiums tax due. 
yy bowen tax due Last day for express companies to file re- 
May 3 ? ports and pay gross receipts tax. 

May 30—— 
May 5—— 
png age ne Sle Seles Non-intoxicating beer permittees’ reports 
: due. 
May 31— - 
Beer tax and reports due. ay 15—— 


Alcoholic beverage reports due. 
Franchise tax due. 
Retail sales tax and reports due. 


Gasoline tax and reports due. 


MASSACHUSETTS 





May 25—— 
May 1 Use fuel tax and returns due. 
Life insurance company tax returns due. 
May 31—— 
May 10—— 


Gasoline reports and tax due. 


Alcoholic beverage tax and reports due. Soft drinks reports and payments due. 


Meals excise tax and returns due. 
May 15— 

Cigarette distributors’ tax and reports due. 
May 31—— 

Gasoline tax and reports due. 


MONTANA 
May 15— 
Brewers’ and liquor wholesalers’ reports 
and taxes due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
May 20—— 
Producers’, transporters’, dealers’ and re 
finers’ crude petroleum reports due. 





May 25—— 
Pipe line companies’ reports due. 
May 30—— 
Telephone company tax and reports due. 
May 31—— 
Last day to file foreign corporation reports 
in counties. 
Property tax (semi-annual installment) 
due. 
NEBRASKA 
May 1—— 
Real property tax (first installment) due. 
May 15—— 


Alcoholic beverage manufacturers’ and 


MICHIGAN wholesale distributors’ reports due. 
May 1—— Gasoline tax and reports due. 
Gas and oil severance tax and reports due. Imitation butter reports and taxes due. 
May 5—— 


May 20— 
Non-resident motor carriers’ property tax 
reports due. 
May—Last Monday—— 
Intangible property tax returns due. 


Carriers’ gasoline tax reports due. 
May 15— 
Sales tax and reports due. 
Use tax and reports due. 
May 20—— 
Distributors’ gasoline tax and reports due. 


Gas and oil severance tax and reports de- 


NEVADA 
linquent. 


May 1—— 
Bee owners’ reports due. 


MINNESOTA 
May 1—— 
Iron severance occupation tax due. 
May 10—— 
Iron severance tax reports due from car- 
riers. 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. ’ 
May 15— 
Interstate motor carriers’ mileage tax due. 
May 23—— 
Gasoline tax and reports due. 
Special use fuel tax and reports due. 
May 31—— 
Iron severance royalty tax due. 
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Imported petroleum products (inspection) 
reports due. 
May 15—— 
Carriers’ gasoline tax reports due. 
May 29—— 
Dealers’ gasoline tax and reports due. 
Use fuel tax and reports due. 


NEW HAMPSHIRE 


May 1—— 
Savings bank and trust company reports 
due. 


May 10—— 

Alcoholic beverage reports and taxes due. 
May 15—— 

Use fuel tax and reports due. 
May 31—— 

Carriers’ reports of motor fuel deliveries 

due. 
Distributors’ gasoline tax and reports due, 


NEW JERSEY 
May 1—— 

Bank share tax (quarterly installment) 
due. 

Property tax (quarterly installment) due. 

May—First Tuesday—— 

Telephone, telegraph, express, parlor and 
sleeping car, gas and electric light, oil 
and pipe line company reports due. 

May 10— 

Excise tax and reports due from interstate 
busses. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

May 15—— 

Alcoholic beverage reports and taxes due 
from manufacturers, distributors, trans- 
porters, importers and warehousemen. 

Domestic corporation franchise tax and re- 
ports due. 

May 20—— 

Alcoholic beverage retail consumption and 
distribution licensees’ reports and taxes 
due. 


May 30—— 
Carriers’ gasoline tax reports due. 
May 31—— 
Distributors’ gasoline tax and reports due. 


NEW MEXICO 
May 1—— 
Bank tax delinquent. 
Franchise tax due. 
Property tax (semi-annual 
due. 
May 15—— 
Occupational gross income tax and reports 
due. 
Oil and gas conservation tax reports due. 
Severance tax and reports due. 
May 20—— 
Motor carriers’ tax and reports due. 
May 25—— 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 


installment) 


NEW YORK 
May 15—— 
Franchise (income) tax returns and first 
tax installment due. 
Transportation and transmission company 
additional taxes and reports due. 
May 20—— 
Alcoholic beverage tax and reports due. 
May 25— 
New York City conduit company tax and 
reports due. 
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State Tax Calendar 


New York City public utility excise tax 
and returns due. 


May 31—— 


Gasoline tax and reports due. 

Insurance company premiums tax and re- 
ports due. 

Water, gas, electric, etc., company tax and 
reports due. 


NORTH CAROLINA 

May 10—— 

Carriers’ gasoline tax reports due. 

Railroad alcoholic beverage tax and reports 

due. 

Tobacco dealers’ monthly reports due. 
May 15—— 

Sales tax and reports due. 

Spirituous liquor tax due. 

Use tax and reports due. 


May 20—— 
Franchise carriers’ and haulers’ tax and 
reports due. 
Gasoline and other motor fuels taxes and 
reports due, 


NORTH DAKOTA 
May 1—— 
Cigarette reports due. 
Public utility annual reports due. 
May 15— 
Alcoholic beverage transactions tax and 
reports due. 
Gasoline tax and reports due. 
Interstate motor carriers’ mileage report 
and tax due, 
May 25—— 
Use fuel report and tax due. 


OHIO 
May 10—— 
Admissions tax and reports due. 
Class A and B permittees’ alcoholic bever- 
age reports due. 
May 15— 





Cigarette use tax and reports due. 
May 20—— 
Dealers’ gasoline tax reports due. 
May 30— ° 
Carriers’ gasoline tax reports due. 
May 31—— 
Gasoline tax due. 
Last day for sleeping car, freight line and 
equipment companies to file rolling stock 
tax reports. 


OKLAHOMA 
May 1— 
Oil, gas and mineral gross production tax 
and reports due. 
Property tax installment due. 
May 5— 
Operator’s reports of mines other than coal 
due. 
May 10—— 
Airports’ gross receipts tax and reports 
due. 
Alcoholic beverage reports and taxes due. 
May 15— : 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Sales tax and reports due. 


May 20—— 
Carriers’ use fuel oil tax reports due. 
Coal mine operators’ reports due. 
Diesel fuel oil tax and reports due. 
Use tax and reports due. 


OREGON 
May 10— 
Oil production tax and reports due. 
May 15— 
Third quarterly installment of property 
taxes due. 












































































May 20—— 
Alcoholic beverage tax and reports due. 
Motor carriers’ tax and reports due. 
Use fuel tax and reports due. 

May 25—— 
Gasoline tax and reports due. 


PENNSYLVANIA 
May 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor reports due. 
May 15—— 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax. 

Income (state corporate) tax (second in- 
stallment) due. 

Manufacturers’ alcoholic beverage tax and 
reports due. 

May 31—— 
Gasoline tax and reports due. 


RHODE ISLAND 
May 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
May 15—— 
Gasoline tax and reports due. 


SOUTH CAROLINA 
May 1—— 
Public utility franchise tax due. 
May 10—— 
Admissions tax and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax returns and pay 
tax. 
May 20—— 
Gasoline tax and reports due. 
Motor fuel use tax (other than gasoline) 
and reports due. 


SOUTH DAKOTA 
May 1—— 
Passenger motor carriers’ tax due. 
Property tax (first installment) delinquent. 
May 15—— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Interstate motor carriers’ tax and reports 


due. 
TENNESSEE 
May 1—— 
Cottonseed oil mill reports due. 
May 10—— 


Barrel tax on beer due. 
Cigarette distributors’ reports due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 

May 20—— 
Distributors’ gasoline tax and reports due. 
Liquid carbonic acid gas tax due. 


TEXAS 
May 1—— 
Franchise tax due. 
May 15—— 
Oleomargarine dealers’ tax 
due. 
May 20—— 
Carriers’ motor fuel tax and reports due. 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel tax and reports due. 
Oil and gas well servicers’ gross receipts 
tax and reports due. 


and reports 
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May 25—— 
Carbon black production tax and reports 
due. 
Natural gas production tax and reports 
due. 
Oil production tax and reports due. 
Theatre prize and awards tax and reports 
due. 
May 30—— 
Oil carriers’ and producers’ reports due. 


UTAH 
May 10—— 
Carriers’ use fuel tax reports due. 
Liquor licensee reports due. 
May 15—— 
Sales tax and returns due. 
Use fuel tax and returns due. 
Use tax and returns due. 
May 25—— 
Distributors and dealers report and pay 
motor fuels tax. 
Carriers’ reports of motor fuel deliveries 
due. 


VERMONT 

May 10—— 

Alcoholic beverage taxes and reports due. 
May 15—— 

Electric light and power company reports 

and taxes due. 

May 31—— 

Gasoline tax and reports due. 

Tax on deposits in national banks due. 


VIRGINIA 
May 1 

Car, car trust, and mercantile companies’ 
property tax returns due. 

Pipe line transmission corporations’ prop- 
erty tax returns due. 

Property tax returns due from motor bus 
transportation companies in cities and 
towns. 

Public utility reports due. 

Railway and canal corporations’ property 
tax returns due. 

May 10—— 

Beer dealers’, bottlers’ and manufacturers’ 

reports due. 
May 20 

Carriers’ gasoline tax reports due. 

Gasoline tax and reports due. 

Use fuel tax and reports due. 


WASHINGTON 
May 1—— 
Private car companies’ property tax re- 
turns due. 
May 10—— 
Brewers’, distillers’, manufacturers’, and 
wineries’ reports due, 
May 15—— 
Butter substitutes tax and reports due. 
Carriers’ gasoline tax reports due. 
Compensating tax and reports due, 
Gross income tax and returns due. 
Public utility gross operating tax and re- 
ports due. 
Sales tax and reports due. 
May 20—— 
Use fuel tax and reports due. 
May 25— 
Fuel oil tax and reports due. 
Gasoline tax and reports due. 
May 31—— 
Property tax 
due. 


(semi-annual installment) 


WEST VIRGINIA 

May 1—— 

Bank share tax due. 

Property tax returns due. 

Property tax (semi-annual 

due. 

May 10—— 

Alcoholic beverage tax and reports due. 
May 15—— 

Sales tax and reports due. 
May 30—— 

Gasoline tax and reports due. 


installment) 


WISCONSIN 
May 1—— 
Beer tax reports due. 
Coal dock reports due. 
Grain elevator reports due. 
Scrap iron or scrap steel dock operators’ 
reports due. 
Vessels, boats, etc., reports and tax due. 
May 10—— 
Alcoholic beverage iax reports due. 
Tobacco products returns due. 
May 20—— 
Gasoline and diesel fuel tax and reports 
due. 
May 30—— 
Gasoline reports due from transportation 
companies. 
May 31—— 
Privilege dividends tax due. 


WYOMING 
May 1—— 
Railroad property tax returns due. 
May 10—— 
Bank share tax (installment) due. 
Carriers’ gasoline tax reports due. 
Property tax (semi-annual installment) 
due. 
May 15—— 
Gasoline tax and reports due. 
Sales tax and reports due. 
Use tax and reports due. 
May 20—— 
Motor carriers’ tax and reports due. 


* * * 


FEDERAL TAX CALENDAR 
May 15—— 
Corporation income tax and excess profits 
tax returns due for fiscal year ended 
February 29. Forms 1120 and 1121. 


Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended February 29. Forms 
1040, 1041, 1120, 1120H, 1120L, 1121. 


Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended November 30, with interest 
at 6% from February 15 on first install- 
ment. Form 1040 or 1120. 


Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended November 30. 
Forms 1040B, 1040NB, 1040B-a, 1120NB. 


Fiduciary income tax return due for fiscal 
year ended February 29. Form 1041. 
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Foreign partnership return of income due 
by general extension for fiscal year ended 
November 30. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended No- 
vember 30, in case of American citizens 
abroad. Form 1040, 1040A. 

Individual income tax return due for fiscal 
year ended February 29, Form 1040, 
1040A. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended February 29, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re- 
turns due for fiscal year ended Feb- 
ruary 29. Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for April. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended Novem- 
ber 30. Form 1040B. 

Nonresident alien individual income tax 
return due (no U., S. business or office) 
for fiscal year ended November 30. 
Forms 1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
November 30. Form 1120NB. 

Partnership return of income due for fiscal 
year ended February 29. Form 1065, 

Resident foreign corporations and domestic 
corporations with business and books 
abroad or principal income from U. §&. 
possessions—returns due for fiscal year 
ended November 30, by general exten- 
sion, Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended No- 
vember 30. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended August 31. Forms 1140B, 1120H, 
1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac 
count due for April. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended Au- 
gust 31, Forms 1040, 1041, 1120, 1120H, 
1120L, 1121. 


May 31—— 

Admissions, dues and safety deposit box 
rentals tax due for April. Form 729. 
Excise taxes on electrical energy telegraph 
and telephone facilities, transportation 
of oil by pipe line, and passenger trans 

portation due for April. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for April. Form 726. 

Excise taxes on sales due for April, Form 
728. 

Processing taxes on oils due for April. 
Form 932. 

Retail dealers’ excise tax and returns due 
for April on jewelry, etc., furs and toilet 
preparations. Form 728a. 

Sugar (manufactured) tax due for April, 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pod 
rooms and coin operated amusement 
gaming devices due for April, if liability 
incurred. Form 11B. 

Tax on transportation of property due for 
April. Form 727 (Revised). 
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